he Australian Accountant 


Published monthly for the Commonwealth Institute of Accountants, 
The Australasian Institute of Cost Accountants, 
and the New Zealand Institute of Cost Accountants (Incorporated) 


—— = 


Vol. XVIII, No. 11. 


NOVEMBER, 1948. 


Subscription: 
Per annum, 12/6 
Single copies, 1/6 


PREPARATIONS OF STANDARDS 


by 


A. D. RUTHERFORD, B.E., A.M.I.E. (AUST.) 


(Being a Synopsis of a lecture delivered before the Australasian Institute of Cost 
Accountants (Victorian Division) ) 


Tonight I am to speak on quantitative 
standards for materials and labour. First 
I propose to review just what we mean by 
standards, and then in relation to material 
standards three typical examples of difer- 
ing complexity will be considered. 

Following these, I will outline some of 
bthe different techniques which may be used 
in the setting of labour standards. 

I would like to say at this point that in 
ithe time available it will be possible only 
to cover the setting of material and labour 
standards in outline. What I hope to do 
tonight is to point to some of the basic con- 
siderations which will assist you in setting 
standards, should that be necessary, or 
alternatively to give you an insight on 
fome aspects of the work in the supply 
departments and the time and motion study 
and engineering departments. 

1. STANDARDS. 

Before we can consider the setting of 
Standards, it is necessary to have a clear 
eonception of what we mean by a standard. 
Rasically a standard is something which is 
fixed and which may be used for purpose of 
Measurement or comparison with other 
Similar things.- The type of standard 
lepends on the conditions which are 
assumed to exist when the standard is set. 
It may be an ideal standard—something 
Which can be reached only with ideal con- 
itions—something to aim at but impossible 
™ achieve. Alternatively it may be some 

of attainable standard — attainable 


under the best practicable conditions — 
attainable under probable conditions—or 
attainable under normal conditions—and 
so on. Lastly it may be a basic standard— 
a standard set for certain basic conditions, 
and at any one period not necessarily either 
ideal or attainable. 

It cannot be overemphasised that all con- 
cerned with standards should clearly under- 
stand the conditions on which they are 
based. The significance of variations from 
standard in reports to Management at all 
levels will be properly appreciated only if 
the basis of the standards themselves is 
clearly defined. If the standards are ideal, 
they are something to be aimed at, but 
actual results will always fall short of 
standard. On the other hand, with the 
various types of attainable standards, 
actual results would be expected to be very 
close to standard, and in some eases could 
be better than standard. 

It is obvious that a variation which 
would indicate a very satisfactory result 
with an ideal standard, might readily be 
indicative of a poor result with an attain- 
able standard. 


2. MATERIAL STANDARDS. 

The initial approach to setting standards 
for material for a given product will vary 
according to the organization which exists 
to produce it, but at some stage or other the 
product itself must be broken down to its 
component parts, then each part must be 
considered individually to decide the type 
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Preparations of Standards—continued. 

of material, the form in which that material 
should be purchased, the quantity of parts 
which can be produced from a given unit 
of raw material, and hence the standard 
material quantity for the part. 

The preparation of a bill of materials to 
cover these points inevitably leads to the 
standardisation of the raw materials them- 
selves. It will be found for instance that 
there are many special sizes for which 
standard sizes could be substituted. As a 
simple example, solid drawn steel tube of 
a given diameter may be specified in four 
or five different gauges, whereas say two 
different gauges might be sufficient to cover 
all requirements. Similarly some materials 
may be eliminated by substituting in their 
place other materials which are regarded 
as standard. 

The scope for reduction in the number 
of items in stock is probably greatest in 
standard hardware and findings, items such 
as nuts and bolts, washers, setscrews, joint- 
ing materials and so on, or the equivalent 
group of items for the particular industry. 

This standardisation usually reduces the 
raw material inventory and correspond- 
ingly reduces the amount invested in raw 
materials. 

To return to the setting of material 
standards, let us consider several examples. 
The first is where the raw materials are 
completely absorbed in the product as for 
instance the ingredients of a cake, a 
foundry melt, a grease, or a paint. In such 
cases the recipe or formula or mix will give 
the standard material quantities, as. for 
instance below. 

Cake Mixture ‘‘A’’ 

70 lbs. Castor Sugar 
70 lbs. Butter 
15 lbs. Ege Powder 
2 lbs. Powdered Milk 
8 gals. Water 
140 lbs. Self Raising Flour 


4ozs. Essence Vanilla 
3054 lbs. 
Foundry Melt No. 1234 
Pig A 400 lbs. 
Pig B 400 lbs. 
Scrap 200 Ibs. 
1,000 Ibs. 
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If there is no waste in the process, the 
figures will be the same for both ideal and 
attainable standards. Where there js 
waste, a standard waste allowance must be 
determined and taken into account in set- 
ting attainable standards. 

The second example is really a special 
case of the one just mentioned. Consider 
a simple bronze sleeve machined all over, 
It may be made from rod stock by boring 
out the centre, and then parting off to 
length, or it may be made from a tubular 
bronze casting by machining it to the 
correct dimensions. By calculation or by 
actual weighings the weight of metal in the 
finished sleeve can be determined. This 
would be an ideal standard and would be 
the same in either case. Attainable stan- 
dards however would obviously need to 
allow for the weight of metal removed in 
machining the sleeve. In the first instance, 
the length of the sleeve plus the thickness 
of the parting off tool, is divided into the 
length of the rod stock to give the number 
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of whole sleeves per length of rod. Know- 
ing the weight of a length of rod stock, 
the weight per sleeve could be determined. 
This would be the standard including un- 
avoidable waste. In the second instance, 
providing the castings already allow for 
only a minimum of metal to be removed 
in the machining process, the weight of 
each casting would be the standard includ- 
ing unavoidable waste and a percentage for 
reject castings would be the allowance for 
avoidable waste. 

An example of a more complete type is 
the setting of a material standard for the 
manufacture of knitted underwear. Con- 
sider the case of the body of men’s elastic 
band briefs. The material from which these 
garments are made is knitted in a tubular 
form and is supplied to the Cutting De- 
partment in rolls. In the €utting Depart- 
ment the fabrie is unrolled and laid flat 
on long tables. <As it is unrolled it is 
examined for fabric faults and these are 
removed by cutting away the section of 
fabric affected. The length’of the lay is 


fixed to give a certain number of repeats 
of the pattern. Successive lengths of fabric 
ara laid one on the other until the required 
thickness is built up. The pattern is marked 
out on the top of the lay, and a mechanical 
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Preparations of Standards—continued. 


eutter is then used to cut out the pieces of 
the garment in sections the full thickness 
of the laid up fabric. 

The first decision will relate to the type 
of fabric to be used. Next, the construc- 
tion of the garment must be considered and 
after considerable juggling of parts to fit 
them in and still keep them with the fabric 
running in the correct direction a pattern 
is developed to enable the fabrie to be cut 
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with a minimum of waste. This also 
requires a decision as to the most econom- 
ical width of fabric. From the area of 
the pattern and the fabric specification the 
actual amount of fabric per dozen garments 
can be ealeulated, and from the relative 
area of the pattern and the fabric lay the 
unavoidable waste can be determined. 
Alternatively tests may be taken say on a 
unit of 48 dozen to arrive at the total 
weight of fabrie and the weight of cut 
fabric ready for making up. 
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This case illustrates some of the problems 
which arise in regard to waste allowances 
in standard quantities. Some of the waste 
is unavoidable and some is avoidable. Asa 
first classification it might be said that 
fabric faults are avoidable and the excess 
fabric after cutting is unavoidable, but the 
question naturally arises ‘‘Are all fabric 
faults avoidable?’’ The answer is that 
fabric faults are completely avoidable only 
as an ideal standard. For an attainable 
standard a certain number of faults will 
always occur—thus a waste allowance for 
faulty fabric must be set which meets the 
conditions of the type of standard desired. 

Similarly the excess fabric after cutting 
is notsall unavoidable. If the parts of the 
pattern are spaced out more than they 
should be the cutting waste will be in- 
ereased, or again, if the cutter is careless 
he may spoil some parts. Thus this waste 


oa 


allowance must be carefully scrutinised and 
again judgment must be used in determin- 
ing an acceptable standard. 

The cutting waste also introduces an- 
other problem. Some of the pieces may be 
large enough to enable parts for other 
garments to be cut from them. In this 
ease, should this material be regarded as 
waste? The parts may be for a specific 
garment, or they may be for findings 
applicable to a number of garments, or 
again, the waste may have different values 
according to the sizes of the pieces. There 
are many angles to this question, but they 
can probably be best dealt with by your 
next lecturer when the determination of 
standard material costs is discussed. 

Before leaving material standards, the 
above example also illustrates a typical 
pitfall which may arise when using tests 
to determine material quantities. Knitted 
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Preparations of Standards—continued. 

fabric is very elastic; and when it is laid 
up for cutting it can easily be stretched. 
If this should occur (and it is not readily 
apparent) 200 lbs. of fabric might produce 
48 doz. garments, whereas in fact 220 lbs. 
should have been used. Standards set on 
the 200 lbs. would then tend to throw up 
unfavourable material usage variances 
when in fact the garment was being made 
true to specification. 

As a rule, if a material standard can be 
arrived at by calculation from a specifica- 
tion, I would suggest that it will be more 
satisfactory than if it is determined by a 
few spot tests. 


3. LABOUR STANDARDS. 


In order to set a standard for labour for 

aa operation it is necessary to know: 
(a) the amount of work involved ; 
(b) the skill involved. 

The accuracy with which these factors 
are determined varies greatly according to 
the methods employed. In this paper it is 
proposed to outline some of the common 
methods, in order of increasing accuracy. 

Dealing first with the assessment of the 
skill involved, it is probably sufficient to 
point out that skill is normally covered by 
Arbitration Awards. Even within the 
structure of the Awards however, there is 
often the choice between male and female, 
adult and junior, and a decision must be 
reached as to which classification will be 
taken as standard for the job. The majority 
of cases are clear cut, heavy work for 
males, light work for females or juniors, 
and so on, but there are cases where com- 
pany policy must be considered, or where 
the relative productivity and cost of labour 
turnover should be taken into account. A 
job which would otherwise be classified as 
junior female might be classified as junior 
male in a department in which it was com- 
pany policy to employ only males. Simi- 
larly, company policy might be to employ 
only old or crippled persons on certain 
work, e.g. legless workers on stamping 
machines, and thus the classification might 
be changed from junior to adult. 

There are similar cases in relation to 
shift work. The job may be suitable to an 
adult female, but if rotating shifts are 
necessary it may have to be classified as 
an adult male occupation because the 
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Award precludes the employmeht of 
females on night shift. 

A job may appear suitable for female 
labour, but after an examination is made 
of the cost of labour turnover and the 
relative industrial lives of males and 
females, it may be found that overall the 
employment of males is less expensive than 
females, and consequently, as a standard, 
the job should be classified as a male oceu- 
pation. 

In passing it should be noted that Award 
classifications for skill are full of anomalies, 
The classifications and margins generally 
have been arrived at by a mixture of tradi- 
tion and bargaining, not by careful evalu- 
ation of the skills involved. The more 
accurate method of determining labour 
classifications is by job evaluation, but as 
industry in Australia is bound by Aribtra- 
tion Court Awards this work is not justified 
for costing purposes. 

The measurement of the amount of work 
involved in a given labour operation is 
peculiarly difficult, due to the many factors 
which should be taken into account. The 
unit by which work is usually measured 
is time, but it should be appreciated that 
the time required by an operative to doa 
given job day after day also includes some 
personal time plus the time necessary for 
relaxation to recover from the effort in- 
volved in the work. 

The first method it is proposed to discuss 
has the virtue of simplicity and the defect 
of inaccuracy. Where production records 
are available, a figure for standard labour 
can be arrived at by consideration of the 
average and maximum rates of production 
in the past. The figure selected can be 
readily expressed in hours per operation 
and this, together with the hourly rate 
appropriate to the labour classification, will 
give a standard labour cost for the oper- 
ation. 

This procedure has the objections: 

1. It is applicable only to operations 
which have been performed for some 
time previously. 

2. Reliable production records are not 
always available. 

3. It assumes that the method of per- 
forming the operation is satisfactory. 

4. It makes no allowance for the relative 
speed of working of one group of 
employees as compared with another. 
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Preparations of Standards—continnued. 

5. It makes no allowance for deliberate 

limitation to output by the opera- 
tives. 

The second method is to use established 
piece rates as the basis for standard labour 
rates. Piece rates in this case are taken to 
mean prices per piece Lecived at by the 
management and fixed after bargaining 
and argument between employer and 
employee. 

Such rates generally are more accurate 
than those arrived at by the first mentioned 
method—probably because the normal 
manner for the employer to set such rates 
is by using the above method, and then to 
correct any glaring anomaly where wages 
are particularly high or low. Nevertheless 
such rates are still subject to most of the 
faults already mentioned, and in particular 
to items 3, 4 and 5. 

A third method of setting labour rates 
is to break the operation into its separate 
parts or elements and then to consider each 
element to determine whether it is necessary 
or to what extent it could be improved. 
Having decided the manner in which the 
work should be done, an estimate is then 
made of the saving in time which the new 
method will give as compared with the 
existing practice. Gross times for existing 
practice are either noted or caleulated from 
production records and these, when cor- 
rected to allow for the improvements, 
become the standard for the operation. 

The application of methods engineering 
and the general principles of motion 
economy in the analysis of each operation 
will ensure that the labour standards set 
by this method do not condone inefficient 
plant layout, poor operative training and 
bad work distribution between operatives. 

Common examples of elements which can 
usually be improved or eliminated are those 
relating to material handling. A machine 
operator who gets his own work and takes 
away the finished article is wasting much 
of his time doing work which could equally 
well be done by a labourer. It will often 
be found that say three men on machines, 
supplied with work by a fourth man, will 
produce more than four men on machines 
each getting his own work. 

Simple fixtures and fittings can often 
decrease the time required for an operation. 
The standard time for wrapping parcels 
may be reduced by 30% just by providing 
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for the parcel to be dropped in a conveni- 
ent chute instead of being placed on a 
stack. 

This method is obviously a compromise 
between the proper measurement of work 
by time study and the estimation of the 
work involved in an operation by the 
methods previously mentioned. In indus- 
tries where time study is opposed by unions 
or operatives it is probably the best method 
of setting labour standards. 

The most satisfactory method of measur- 
ing the amount of work in an operation 
is by time and motion study. The aim of 
Time and Motion Study is to determine 
the best way of doing a job, and the time 
required to do it, including the time re- 
quired for relaxation so that the operator 
can perform the work day after day with- 
out suffering from cumulative fatigue. 

Before making a time study it is n¢ces- 
sary to consider the work in detail, to 
analyse and record what is being done, 
what equipment is used, the arrangement 
of the equipment, the handling of material, 
the relationship of the job to other oper- 
ations, and so on. 

The job is then split into its separate 
parts or elements, and a critical study is 
made of each element to eliminate wasted 
effort or unnecessary work. The possibili- 
ties of improving the layout of the work 
and the handling of material are thorough- 
lv explored, and finally the whole operation 
as it should be performed is standardised. 
Arrangements are then made for. one or 
more operatives to be trained to do the 
job in the proper manner. It is at this 
point that the actual work of timing begins. 
There are several ways of making time 
studies, but in general repeated times are 
taken for each element until consistent 
figures are obtained, a time for each ele- 
ment is selected and allowance is made for 
the speed of working of the operator ob- 
served. A further allowance is made for 
such factors as personal time, the conditions 
of work, the weight handled, the amount 
of the body used, the degree of eye-hand 
co-ordination necessary, ete. The original 
selected time adjusted by these allowances 
becomes the standard time for the element, 
and the total for all elements is_ the 
standard time for the operation. 

Time and motion study can be carried 
out properly only by a trained observer. 
It is a study itself on which many text 
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Preparations of Standards—continued. 
books have been written, and if I appear 
to dismiss it rather summarily it is only 
because I feel that it is a specialist’s job 
and time will not permit further comment. 
Apart from the time required to per- 
form a given operation, setting labour 
standards, if they are to be attainable, also 
includes consideration of overtime where 
necessary from the point of view of plant 
balance, tea breaks (in the employer’s 
time), cleaning and oiling time and in some 
eases time lost due to mechanical failures. 
Some of these are definite, others are vari- 
able and may be arrived at by an analysis 
of time lost over a period. The times 
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allowed are then usually expressed as a 
percentage of the working period, and the 
standard labour cost is based on the time 
for the operation plus the set percentage. 

In dealing with the setting of materia] 
and labour standards in this paper an 
attempt has been made to review a field, 
sections of which normally occupy the 
attention of specialists. Where the cost 
accountant can eall for assistance from 
these specialists he should obviously do so, 
but where such assistance is not forthcom- 
ing it is hoped that these notes will give 
some indication of the ways in which these 
problems can be tackled. 


THE INTERLOCKING OF FINANCIAL 
AND COST RECORDS 


by 


R. M. Kay, B. COM., F.R.A.N.Z, A.C.I.A., A.C.LS. 


Like any other business man, a manu- 
facturer must keep a set of books—his 
Financial Accounts, to enable him to deter- 
mine his profit or loss for the year; to 
record his assets and liabilities, and to per- 
mit him to discharge his liability to the 
senior partner in most concerns—the Com- 
missioner of Taxes. 

In addition to the main objects outlined 
above, these financial accounts do supply 
him with much other useful information. 
For example, an examination of the Rev- 
enue Account will disclose how much was 
spent during the year on raw materials, 
on wages and on the various items of 
factory and administrative overhead. How- 
ever, as an aid to more efficient production, 
these details do not take him very far, in 
fact, there are a number of major weak- 
nesses, examples of which are: 

1. The final result is dependent upon a 
physical stock-taking and valuation ; 
The information is available only at 
the end of the financial period—be 
this long or short. This means that 
serious losses may be incurred before 
any necessary corrective action can 
be undertaken ; 

3. The profit or loss disclosed in the 

accounts is for the business as a 


~ 


whole, or at best, for departments 


within that business. The profit or 
loss on individual products or jobs is 
not available and to a manufacturer 
who wishes to improve the earning 
capacity of his business, this infor- 
mation is vital. 

To sum up, we can say that the normal 
Financial Accounting System is of little 
assistance to management, either in deter- 
mining or in controlling the costs of pro- 
duction, as it deals primarily with the 
external transactions of the business. With 
this in mind, the accounting technique 
termed ‘‘Cost Accounting’’ was developed 
and various forms have been devised to 
suit the many types of industrial under- 
takings. To-day, few manufacturers of 
any consequence would attempt to operate 
without some form of Cost Accounting. 

Yet, despite the increasing knowledge of 
Cost Accounting, there is one problem 
associated with the installation of a Cost 
Accounting System which often puzzles 
students and even experienced financial 
accountants. This is, to determine the 
relationship that should exist between the 
Financial Accounts and the Cost Accounts. 
The object of this paper, is to discuss this 
relationship and the methods which may be 
employed to inter-lock the two sets of 
accounts. 
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MANUFACTURERS’ STATEMENT OF ACCOUNTS 


Before discussing the question of inter- the financial and the cost systems and these 
locking of these two accounting systems, it are set out below. 
will be of value to examine a typical set of ; . 
Annual Accounts prepared for a manufac- Ulustration No. 1 represents the flow ol 
turing concern and also a typical set of ¢™tTies in the financial accounts while No. 2 
Cost Accounts and the entries made there- and No. 3 illustrate the flow of entries in 
in. These examinations are made more a Job Cost and a Process Cost System 
easily if we have a block diagram of both respectively. 


BLOCK DIAGRAM—MANUFACTURERS* FINANCIAL ACCOUNTS. 
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ILLUSTRATION No. 1. 


BLOCK DIAGRAM—JOB COST ACCOUNTS 
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These Accounts will usually represent Control Accounts controlling Stock Ledgers. 





ILLUSTRATION No. 2. 
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BLOCK DIAGRAM—PROCESS COST ACCOUNTS 
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* These aecounts will usually be Control Accounts, controlling separate Stock Ledgers. 


ILLUSTRATION No. 3. 


The Annual Accounts of a manufacturer 
differ from those of an ordinary trader by 
the introduction of a Manufacturing 
Account prior to the normal trading 
account. To this account, at the end of 
the year, are debited all expenses incurred 


MANUFACTURING ACCOUNT OF 


° 


in manufacturing the goods. After bring- 
ing in the Partly-made Stock at both com- 
mencement and close of the trading period, 
the balance representing ‘‘the cost of goods 
made’’, is transferred to the debit of the 
Trading Account. The following is an 
example of such an account: 


A. B. & Co. Lp. 


FOR THE YEAR ENDED 19TH Dec., 1947. 


To Stock Partly-Made Goods 


at 19th Dec., 1946 1,000 
Stock Raw Mater- 
ials at 19th Dee., 
1946 2,000 
Plus Purchases 10,000 
12,000 
Less Stock 19th 
Dee., 1947 3,000 
., Material consumed 9,000 
» Direct Wages 3,000 
, Indirect Wages 1,250 
, Light and Power 200 
. Depreciation 500 
, Repairs and Maintenance 750 
Insurance 50 
£15,750 





By Stock of Partly-Made 


Goods at 19th Dec., 
1947 1,500 

Trading Account being 

cost of goods manufac- 
tured 14,250 
£15,750 








The Trading and the Profit and Loss Accounts follow the usual form, so no illus- 


trations are necessary. 


(continued on page 389) 
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Financial and Cost Records—continued. 
Tue Cost AccouUNTSs. 


For purpose of illustration, we can use a 
Cost Installation functioning quite inde- 
pendently of the Financial Accounts. The 
main accounts in such a system would be: 

1. Raw Materials Account, 

2. Work in Process Account (one or 

more), 

3. Finished Goods Agcount, 

4. Wages Account, 

5. Factory Overhead Account, 

6. Cost of Sales Account. 

The first three accounts are stock 
accounts and at the beginning of the cost- 
ing period will have opening balances rep- 
resenting the value of stocks on hand. 
During the year, purchases are debited to 
the Raw Materials Account, sums paid in 
wages to the Wages Account and Factory 
Overhead Expenditure to the Factory 
Overhead Account. Periodically—usually 
monthly, the Work in Process Account is 
debited with the value of Direct Material 
issued to production or used on jobs, with 
wages paid to Direct Workers and with the 
Factory Overhead absorbed in production. 
The Raw Materials Account, the Wages 
Account, and the Factory Overhead 
Account, respectively, receive the credits. 
The information for these entries will come 
from a materials issue summary and a 
wages analysis in the case of materials and 
wages, while the calculation for the amount 
of overhead absorbed will be based on the 
rate or rates in operation. 


When the goods are completed, they are 
sent to the warehouse, the Work in Process 
Account being relieved of their value (at 
cost price) and the Finished Goods 
Account charged with it. This information 
is secured from a ‘‘Finished Goods 
Analysis’’. From the Sales Analysis will 
be obtained the Cost Value of the Sales 
for the period and this amount is credited 
to the Finished Goods Account and debited 
to the Cost of Sales Account. 


Cost of Sales Account is now credited 
with the value of sales for the month, and 
the balance in this account will represent 
the Gross Profit. 

We have now arrived at a Gross Profit 
figure by two routes, firstly the Manufac- 
turing and Trading Accounts, and secondly 
via tke Cost Records. The questions now 
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before us are ‘‘Are the separate paths 
necessary’’ and ‘‘do the results in each 
ease agree?’’ In the remainder of this 
paper, methods combining the two systems 
will be discussed and an explanation made 
of how to reconcile the results achieved by 
the separate Systems. 


CHOICE OF METHODS. 


When installing a Cost System into an 
already established business, one has the 
choice of either keeping the Cost System 
entirely separate from the Financial 
Accounting System, or of re-designing the 
entire Accounting System so as to inter-. 
lock both Cost and Financial Accounting 
Records. 


With a new business every effort should 
be made to adopt the second procedure, 
that is, design one Accounting System 
which will supply both Cost and Financial 
data. 


Whether in a new business or an old 
established one, the inter-locking of the 
two records is achieved by opening a Cost 
Ledger to which are transferred all those 
accounts concerned with manufacturing 
operations. The place of these accounts in 
the General Ledger is taken by one or more 
control accounts. This means that in so far 
as the book-keeping entries are concerned, 
the relationship between the Cost Ledger 
and the General Ledger, is similar to that 
between a separate Debtors Ledger and the 
General Ledger. 


However, in such a dual purpose account- 
ing system, the Cost Ledger is more than 
just another subsidiary ledger, separated 
from the Financial Ledger for the sake of 
convenience. It contains certain accounts 
which could not be conveniently opened in 
the General Ledger—accounts which enable 
a month to month record of stocks and the 
preparation of a monthly statement of 
profit. 


There is a third procedure that is some- 


“times adopted—one which hardly justifies 


the dignity of being described as a 
‘*system’’. This is, the keeping of a set 
of memorandum records relating to pro- 
duction by Single Exftry, with the object 
of enabling a manufacturer to check his 
costs from time to time. For example, a 
record may be kept of the number of Direct 





390 


Financial and Cost Records—continued. 
Labour hours worked in the factory and 
of the Direct Wages paid to provide a 
check on the hourly wage rate used in the 
Cost Sheets. Likewise a record of the 
material issues may be made and this 
checked at the end of the period with what 
should have been issued to complete the 
work done. Similar checks may be made in 
respect of Factory Overhead. 

While it is possible to achieve quite fair 
results with this procedure in capable 
hands, it has the great weakness that no 
proof of the accuracy of the Cost Records 
is available. This means that in inexperi- 
enced hands it may become a definite men- 
ace. In view of this, its use should be 
considered only when circumstances render 
it impossible to adopt either of the other 
two methods described. 


THE INDEPENDENT Cost SyYsTEM. 


For a considerable time after the intro- 
duction of Cost Accounting methods, the 
first method mentioned—a Cost System 
operated independently of the Financial 
Records, was considered to be the only 


practical method of keeping the Cost 
Records, and some of the dis-satisfaction 
with Cost Accounting arose from this fact. 
The basis of the criticism was that here was 
duplication of work and expense; a case 
of one system being used to check the 


results of another. Moreover, it was often 
difficult to reconcile the results disclosed 
by the Cost Records with those appearing 
in the Profit and Loss Account. Which 
should be regarded as correct ? 


Nevertheless, there is one advantage 
possessed by the independent Cost System 
—it enables Cost Records to be installed 
in an existing business without any inter- 
ference with the Accounting Methods then 
in force. In some cases, management may 
be accustomed to the old method and the 
installation of a Cost System may be some- 
thing of an innovation the value of which 
must be proved before whole-hearted 
acceptance is forthcoming. Once the bene- 
fits of Cost Control can be proved—then 
management should be ready to welcome 
the increased advantage of a completely 
integrated system of accounts. 
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RECONCILIATION STATEMENTS. 


For the above and other reasons there 
will be occasions when the installation of a 
Cost System quite separate from the exist- 
ing Financial Accounting System will be 
desirable and one of the essential features 
will be reconciliation between the results 
shown by the Cost Records and those dis. 
closed by the normal Profit and Logs 
Account. 

The need for such a reconciliation be- 
comes necessary when we consider the 
following points of difference between the 
two forms of Accounting. 

1. The financial records rely upon a 
physical stock-taking and a valuation of 
stocks—materials, partly-made goods and 
made-up stock—jn order to determine their 
value and subsequently, the Nett Profit for 
the period. The Cost Accounts obtain the 
stock values as a result of the accumulation 
of costs and the transfer of costs to Work 
in Process Accounts and thence to Fin- 
ished Goods Accounts. There is obvieusly 
room for a difference in the value of stocks 
under these two different methods of valu- 
ation. 

2. Information regarding certain items 
of expense is not available until the end 
of the financial year—depreciation is one 
such item. In other cases it is available 
only at certain times during the year— 
rates and insurance charges are examples. 
For this reason the Cost Records usually 
make use of estimates and these estimates 
seldom tally exactly with the amounts ulti- 
mately paid or provided against in the 
Financial Account. 


3. Production does not, as a general 
rule, proceed steadily throughout the year 
and few of the overhead charges fluctuate 
exactly in step with production. While the 
actual overhead expenses are accumulated 
in the Financial Account, only assessed 
amounts, based on the actual production 
for the period are brought into the Cost 
Records. This means that the amount of 
Factory Overhead recorded in the produe- 
tion of any particular month, may bear 
little or no resemblance to the actual ex- 
penses incurred for the same period. 

4. Most forms of Cost Accounting are 
based on ‘‘ Budgets’’; a budget for Factory 
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Financial and Cost Records—continued. 


Expense, a budget of the number of Direct 
Labour hours likely to be paid for during 
the period or of machine hours likely to 
be run, a budget of production, of sales 
and so on. Budgets are rarely 100% accu- 
rate so that figures based on them and 
passed through the Cost Records, will re- 
quire a reconciliation with the actual 
results once these become available. 
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6. When Standard Costs are used, there 
may be and probably will be, a number of 
variations from the standard allowances for 
Materials, Direct Labour and Factory 
Overhead. 

Due to any or all of the foregoing 
factors, when Cost and Financial accounts 
are not made inter-locking, the Profit or 
Loss shown in the Cost Records will differ 
from that disclosed in the normal Profit 
and Loss Account. The purpose of the 
Reconciliation Statement is to show the 
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control through ledger accounts set up 
for the purpose, over all the detailed 
accounts in which costs are distributed. 
Cost accounts kept separately without 
such proof of control are seriously open 
to question.’’ 













experienced hands, and provided the figures 
wherever possible are extracted from the 
financial records, it can give quite good 
results. Where such a system is employed 
it is imperative that at the end of the finan- 
cial period every attempt be made to ex- 
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Financial and Cost Records—continued. 

plain the cause of any variation in the 
Nett Profit shown by the cost records with 
that disclosed by the financial records. 
Even with this safeguard, there is the ever 
present danger that there may be errors 
in the cost records which remain undetected 
until this reconciliation is effected, errors 
which may cause uneconomic work to be 
accepted or sales made at less than cost. 


INTERLOCKING ACCOUNTS. 


The interlocking of Cost Records with 
the Financial Accounts is achieved by 
means of control accounts in the General 
Ledger. In certain cases, particularly with 
small scale concerns or those with a fairly 
simple type of organization, it is possible 
to contain all accounts for both Cost and 
Financial data in the one ledger. 


When control accounts are opened in the 
General Ledger, there is more than one 
method of using these, depending upon how 
“ouch information one desires to retain in 

» Financial Accounts, while the simplest 

vd is to transfer all records relating to 
.ction to the Cost Ledger and so avoid 

y unnecessary duplication of accounts in 
either ledger, there are often sound reasons 
for retaining much of the detailed infor- 
mation in the General Ledger, even at the 
expense of a certain amount of duplication. 
The question is usually one of compromise, 
depending upon tie circumstances of the 
particular case. 

The following summary outlines the 
entries made in both Cost and Financial 
Ledgers, where a system of Control 
Account is in force. It has been assumed 
that the ‘‘Purchases’’ Account has been 
retained in the General Ledger but that it 
is now called a ‘‘Raw Materials’’ Account 
and that it is a control account controlling 
a separate Stock Ledger. The Control 
Account in the General Ledger controlling 
all the Cost Accounts is called the ‘‘Cost 
Ledger Control’’ while the corresponding 
account in the Cost Ledger is termed the 
‘General Ledger Control’’. 


Raw MATERIALS. 


Financial Books. The month’s purchases, 
taken from Purchase Journal or Cash Book 
are debited in total to the Raw Materials 
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Account and in detail to the appropriate 
Stock Ledger Cards. The issues, shown on 
the Requisition Slips, are summarised and 
totalled, and credited in total to the 
Materials Account and in detail to the 
Stock Cards. That portion of the total 
representing ‘‘ Direct Materials’’ is debited 
to the Cost Ledger Control Account, and 
the remainder representing ‘‘ Indirect 
Materials’’ is debited to the appropriate ex- 
pense account. The balance in the Raw 
Materials Account at the end of the month 
should represent the stock on hand. 


Cost Books. The General Ledger Control 
Account is credited with the value of 
Direct Materials, and the Work in Progress 
Account or Process Account is debited. 
Where a Job-cost System is in operation, 
the Work in Progress Account will usually 
be a Control Account, supported by a series 
of job ecards or accounts contained in a 
Job Ledger. In such a ease, any entries 
made in total to the Work in Progress 
Account, will be made in detail on these 
job ecards. 

If it is desired, a ‘‘Direct Material 
Account’? may be opened in the Cost 
Ledger and all purchases and issues passed 
through it. However, it is seldom neces- 
sary, and it represents a duplication of 
work. 


WAGEs. 


Financial Books. The Wages Account is 
debited with the total of the factory wage 
cheques. From a ‘‘Wages Analysis’’ is 
obtained the amount of Direct Wages for 
the week or month and this sum is credited 
to the Wages Account and debited to the 
Cost Ledger Control Account. The amount 
of Indirect Factory Wages is credited to 
Wages Account and debited to one or more 
of the Factory Expense Accounts. 


Cost Books. The General Ledger Control 
Account is debited with the amount of 
Direct Wages and the Work in Progress 
Account debited. As with the materials the 
individual job cards are debited with their 
respective amounts. 


Factory EXPENSES. 


Financial Books. In the General Ledger 
there will be the usual accounts for the 
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Financial and Cost Records—continued. 
yarious items of Factory Overhead Ex- 
pense, to which debits will be made as 
expenses are incurred or when provision 1s 
made. As explained earlier, it is not prac- 
ticable to charge the exact amount of 
Factory Overhead incurred each month to 
the products manufactured or jobs com- 
pleted, so an assessed amount is charged 
with the expectation that by the end of the 
financial year, approximately the whole of 
this amount will have been recovered. 
Failure to effect such a recovery, is termed 
“ynder-absorption of Factory Overhead’’, 
while the recovery of a greater sum than 
actually incurred, represents ‘‘over-absorp- 
tion of Factory Overhead’’. The first 
represents a loss, the second a gain. 
While it is technically possible, at the 
end of each month to adjust the Overhead 
Accounts for accrued items or items paid 
in advance, and to clear the balances to 
the Cost Ledger Control Account, it is 
easier to leave these accounts alone and to 
debit the Control Account with an assessed 
amount. This assessed amount is then 
Credited to a new account, entitled 
“Factory Overhead Applied’’. The amount 
so transferred may be either the amount 
recovered in production for the month, or 
the budgetted expense for the month, 
depending upon how this item is being 
handled in the accounts. For the present 
purpose we shall regard it as the amount 
recovered in production. 


Cost Books. The assessed amount of over- 
head is debited to the Work in Progress 


Account and credited to the General Ledger , 


Control, while individual amounts—in the 
ease of a job-cost system—are debited to 
the individual job cards. 


GENERAL OVERHEAD. 


In many cases, no attempt is made to 
bring into the Cost Records, any details of 
the General Overhead Expenses. It is felt 
that it is more satisfactory to keep the Cost 
Ledger for production costs and to leave 
the General Overhead Expenses in the 
Financial Ledger. When this is done, then 
either the Factory Cost of the goods manu- 
factured during the month (or of jobs com- 
pleted) is transferred back to the General 
Ledger, or else the Gross Profit is deter- 
mined and this transferred back to the 
General Ledger. 
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When it is thought desirable to show the 
Nett Profit in the Cost Ledger, the amount 
of General Overhead for the month is 
brought in in the same manner as was the 
Factory Overhead—except that it is based 
on the sales for the period and not the pro- 
duetion. The Nett Profit for the month is 
then available and is transferred back to 
the General Ledger. 


WorK IN PROGRESS. 


Cost Books. The Work in Progress 
Account—or Accounts, because there may 
be several—is designed to accumulate the 
Costs of Production. To that end, the 
material, wages and factory overhead are 
all charged to it, while the factory cost of 
completed work is deducted from it, leaving 
a balance to represent the cost value of 
uncompleted work. 

In the case of a job-cost system, the Work 
in Progress Account may well be a Control 
Account, supported by a series of job-cards 
for the various jobs. On the other hand, 
there may’ be separate Work in Progress 
Accounts for material, labour and overhead 
to provide more effective control. In a 
Process Cost System, the process accounts 
represent the work-in-progress accounts 
and there will be one for each distinct 
process in the factory. 


At\the end of the month the Factory 
Cost value of production is cleared to a 
Finished Goods Account. 


Financial Books. Under the system at 
present being discussed, there will be no 
record of Work in Progress in the General 
Ledger. 


FINISHED Goops. 


As stated above, a monthly summary is 
prepared of the goods manufactured or the 
jobs completed, the total value of which, 
represents the Factory Cost of production. 
The ‘‘Finished Goods Account’’ may be 
kept either in the Cost Ledger or General 
Ledger, depending upon whether or not the 
Gross Profit is to be shown in the Cost 
Records. Irrespective of where the account 
is kept, it will often represent a Control 
Account controlling a made-up stock 
ledger. 

Cost Books. When the Finished Goods 
Account is kept in the Cost Ledger, the 
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month’s cost of production is debited to it, 
the credit going to the Work in Progress 
Account. 


Financial Books. When the Finished 
Goods Account is kept in the General 
Ledger, the cost of the month’s production 
will be debited to this account and credited 
to the Cost Ledger Control Account. The 
balance in the account—after allowing for 
sales at factory cost—represents the cost of 
made-up stock. 


SALES. 


An analysis of the month’s sales is pre- 
pared showing the Factory Cost of the 
goods sold or jobs completed. 


Financial Books. Sales Account is credited 
with the months’ sales and cash or debtors 
accounts debited in the usual way. If the 
Cost Ledger is to show either the Gross or 
the Nett Profit, then obviously the sales 
must be transferred from the General 
Ledger to the Cost Ledger. In this case, 
Sales Account is debited and the Cost 
Ledger Control Account is credited with 
the sales figure. 


Cost Books. A ‘‘Cost of Sales’’ Account 
is opened and the credit for the month’s 
sales. The cost value of sales (secured 
from the Sales Analysis previously des- 
eribed) is debited to this account and the 
balance represents the Gross Profit—as per 
the Cost Records. This Gross Profit may 
then be transferred back to the General 
Ledger, or instead the General Overhead 
expenses brought in, and the Nett Profit 
determined and transferred to the General 


Ledger. 


PERIODICAL ADJUSTMENTS. 


This means that each month the Nett 
Profit is arrived at, so that at the end of 
the financial year—the Nett Profit will be 
readily available. However, several adjust- 
ments will most certainly be necessary 
before the ‘‘Nett Profit’’ as determined 


above can be regarded as final. 


Probably the main source of adjustments 
will be in the stock value of Raw Materials, 
partly-made goods and finished stock. When 
a physical inventory is made there is 
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certain to be a difference between this 
valuation and that disclosed in the Cost 
Accounts. Then again, direct labour may 
not have all been charged to production 
and it is very certain that there will be 
under- or over-absorption of Factory Over. 
head. Adjusting entries must then be made 
to take care of these items and resultant 
Nett Profit should then agree with that 
disclosed by a series of Final Revenue 
Accounts prepared in the customary 
manner from the Financial Accounts. 


CoMBINED ACCOUNTS. 


It was mentioned earlier that in some 
cases it was possible to keep all accounts 
in the one ledger. This will involve open- 
ing in the General Ledger the additional 


accounts normally found in the Cost 
Ledger. These would be the ‘‘ Work in 
Progress Account’’, ‘‘ Cost of Sales 
Account’’ and the ‘‘Finished Goods 
Account’’. In the ease of a contractor or 


such like, individual job cards would re 
place the Work in Progress Account. 

This would mean, of course, that in addi- 
tion to the normal postings picked up from 
the Cash Book and Journals each month, 
there would be entries to record the issue 
of materials; the transfer of wages and 
overhead to the Work-in-Progress Account; 
the crediting of the Work-in-Progress 
Account.and the debit to Finished Goods 
Account of completed work. 

To those unacquainted with cost aceount- 
ing a scheme as just outlined might appear 
the obvious choice. However, it must be 


. Stressed that it is applicable only to rela 


tively small concerns ; where organisation is 
simple, or in a concern where products are 
very limited in number and manufacturing 
processes not unduly involved. An excel- 
lent example of the application of such a 
system occurs in the case of a small con- 
tractor. Here, a job account would be 
opened for each job, but if the number of 
ecards did not warrant a separate job 
ledger, all records could be kept in the one 
ledger. If the business expanded, it would 
be a simple task to replace the job cards 
with a control account controlling a proper 
job ledger. 


THE Use or ControL AccouUNTSs. 


The system of using Control Accounts 
is capable of considerable application in 
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Financial and Cost Records—continued. 
Cost Accounting. I have already illus- 
trated how the Raw Materials Account— 
whether kept in the Cost Ledger or the 
General Ledger can control a separate 
Stock Ledger. The same idea is applicable 
to Work-in-Progress and to Finished Stock. 
In a similar manner, instead of a large 
number of accounts in the General Ledger 
for the various items of Factory Overhead, 
these may be kept in a Factory Overhead 
Ledger, controlled by the Factory Over- 
head Control Account. 
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CONCLUSION. 


It is by employing such methods as those 
outlined above that flexibility is secured 
in Cost Accounting. It is particularly 
essential to bear in mind that Cost 
Accounting technique is not hide-bound. 
There is often more than one way of achiev- 
ing the desired results. Cost systems are 
not ready-made and each installation pre- 
sents a special set of problems requiring 
a ‘‘tailor-made’’ solution. When that solu- 
tion results in the welding of both Finan- 
cial and Cost Accounts into one versatile, 
comprehensive system of Accounting, then 
industry is wéll served. 





TELEVISED ANNUAL REPORT. 


Union Oil Co. of California introduced a 22-minute motion picture to the public 
on April 13 entitled ‘‘Report for 1947’’, based on its annual report. It was tele- 


vised in nine major cities. 


The television audience saw and heard the president and 


other company officials who discussed various aspects of its corporate affairs. Actual 
operations in oil fields, refineries, transportation, marketing, and other departments 


also appeared on the screen. 


The film was also exhibited at the annual stockholders’ 


meeting on the same day as the telecast. It has subsequently been shown to employees. 


(The Journal of Accountancy, May, 1948.) 
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CURRENT DEVELOPMENTS 
IN CORPORATE ACCOUNTING 


by 
R. A. IRISH, F.1.C.A. 


(Being the Fourth Commonwealth Institute of Afountants Research Lecture deliv. 
ered at the University of Adelaide, 22 September and at the University of Perth, 
29 Septem ber, 1948.) 


Many thought that the Second World 
War would bring a new order in its train, 
though some think it is a worse variation 
of the old. Winston Churchill said that the 
creation of a new heaven would necessitate 
a new hell to give it balance. Be that as it 
may, none can fail to be impressed with the 
fact that we live in an era of change— 
changes in daily habits, changes in business 
activity, changes in labour relations and 
changes in basic ideals. The accountancy 
profession, which is so intimately linked 
with the daily life of the world, has not 
passed untouched by these movements. 

There has come a growing consciousness 
within the profession of the social impor- 
tance of accounting, a thought which per- 
meates most of the current developments 
in company accounts, and which will mould 
still further radical departures from the 
time-honoured practices of the past. 

It is less than a century since England 
granted the general right to incorporate 
with limited liability, yet the limited com- 


pany now dominates the commercial scene. 
As the Cohen Committee said : ‘‘ We believe 
that the system of limited liability com- 
panies has been and is beneficial to the 
trade and industry of the country and 
essential to the prosperity of the nation as 
a whole.’’ If this is so—and there can be 
uo logical denial—those who manage our 
companies are charged with a high degree 
of social responsibility, extending beyond 
the shareholders to embrace other units of 
the national economy. 


Recognition of this responsibility and the 
concomitant need for improvement in the 
standard of corporate financial reporting 
become questions of great public impor- 
tanee, which receive increasing attention 
from the accountancy profession, from the 
business community, and from our legis- 
lators. In this lecture, I propose to report, 
as fully and fairly as time permits, the 
significant trends of current theory and 
practice on these vital questions. 


NO MORE PRIVACY 


The traditional right that ‘‘the English- 
man’s home is his eastle,’’ has its counter- 
part in accounting theory. This is the 
proprietorship concept which springs from 
the days when the owner of a business was 
sacrosanct, his financial affairs a matter for 
his personal concern. The accountancy 
profession passed through a crisis when 
limited liability companies were introduced, 
for it was difficult to change the emphasis 
of accounting from the old-established 
objectives of determining the proprietor’s 
profits and preserving the proprietor’s 
capital. The viewpoint of accounting to 
the proprietor is still, unfortunately, a 
strong but outmoded characteristic of 


current practice. 
An individual ean do as he likes, but not 
so the corporation, whose activities ripple 


out to many classes of people not associated 
with the capital investment. As Fletcher- 
Moulton, L.J., onee said: ‘‘This liberty 
ceases at once when the rights of third 
parties intervene.’’ Who are these third 


parties entitled to take an interest in 4 
company’s business affairs? 

Let Paton & Littleton answer this 
question : 


‘‘Investors are not the only parties at 
interest, particularly in the large organisa- 
tion. Great corporations are quasi-publie 
institutions, mechanisms for social co-opera- 
tion in the conduct of large-scale business 
enterprise. Drawing capital from many 
different individuals, often with differing 
group-rights, corporations have a duty to 
a public consisting of investors ; employing 
a large number of persons under a variety 
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No more Privacy—continued. 
of arrangements, they have a duty to a 
public consisting of wage earners ; furnish- 
ing goods and services to a wide clientele, 
they have a duty to a price-conscious public 
consisting of customers; paying large sums 
jn taxes, they have a duty to government 
and to a public consisting of citizens 
benefiting from governmental activities. 


‘“‘Thus the affairs of the large corpora- 
tion, or affiliated group of companies, are 
not solely the concern of the immediate 
management, or of the stockholders stand- 
ing back of the management. The responsi- 
bilities of corporate administration extend 
widely in several directions, and greatly 
increase in complexity as the extent of the 
public interest grows. With these wide 
responsibilities, moreover, the importance 
of avoiding hesitant, unwise, or inequitable 
action is greatly enhanced. Through bias in 
favour of one interest or prejudice against 
another, inequitable results may follow from 
policies with regard to quality and price 
of goods, from decisions with respect to 
working conditions or wage rates, from 
financial operations involving a rearrange- 
ment of investor-capital positions and of 
shares in earnings. It is the imperative 
duty of management, therefore, to strive 
for decisions based on a balanced considera- 
tion of all the rights involved. 


‘“‘This means that the obligation which 
rests upon corporation accounting to fur- 
nish dependable and relevant information 
is greatly increased by the extent of the 
public interest in corporate affairs. Cor- 
poration reports have taken on a public 
character; they have become basic data for 
the investor, the employee, the consumer. 
and the government. The principles recog- 
nised and methods followed in compiling, 
testing, and reporting accounts have become 
matters of wide concern. In this situation 
the need for a consistent framework of 
accounting standards is evident. Corporate 
accounting must be based on an intelligible 
formula of measurement as a starting point 
and must provide a disclosure of all material 
facts in a form which aids understanding 
by the various parties concerned. 


‘In short, the public aspects of corpora- 
tions call for recognition by corporate man- 
agement of public responsibilities; accept- 
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ance of such responsibilities calls for the 
development and use of corporation 
accounting standards. 

‘There is another way in which account- 
ing is important from the social point of 
view. Capital should flow into those indus- 
tries which serve the public interest, and 
within an industry into those enterprises 
in which the management is capable of 
using capital effectively. If capital in an 
enterprise is earning a return over a con- 
siderable period, this probably indicates 
that the capital is being capably employed 
in an industry serving an existing demand; 
if the capital is not earning a return over 
a period of time, this probably indicates 
that capital is lodged in ineapable hands 
or in an industry whose service is not in 
continuing demand. The social importance 
of accounting, therefore, is clear, especially 
in relation to the income statement, since 
dependable information about earning 
power can be an important aid to the flow 
of capital into capable hands and away 
from unneeded industries.’ 

Those who find these objective observa- 
tions unpalatable will seize on the fact that 
their theme is the ‘‘large corporation.’’ 
What I shall report to you in this lecture is, 
I think, at least very substantially. relevant 
to all companies, whether large or small, 
publie or private; and in this view I am 
strongly supported by the Cohen Com- 
mittee, which saw fit to say: 

‘We are satisfied by the evidence that 
the great majority of limited companies, 
both public and private, are honestly and 
conscientiously managed. We believe that 
the system of limited liability companies 
has been and is beneficial to the trade and 
industry of the country and essential to 
the prosperity of the nation as a whole. 
The Companies Acts have been amended 
from time to time to bring them into accord 
with cManging conditions, but if there is 
to be any flexibility opportunities for abuse 
will inevitably exist. We consider that the 
fullest practicable disclosure of information 
concerning the activities of companies will 
lessen such opportunities and accord with 
a wakening social consciousness. Accord- 
ingly, while in making our recommenda- 
tions we have borne in mind the importance 
of not placing unreasonable fetters upon 


() An introduction to Corporate Accounting 
Standards: Paton_and Littleton, pp. 2 and 3. 
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No more Privacy—continued. 

business which is conducted in an efficient 
and honest manner, we have included a 
number of proposals to ensure that as much 
information as is reasonably required shall 
be made available both to the shareholders 
and creditors of the companies concerned 
and to the general public. 

‘‘There is a demand that all private com- 
panies should be required to file their 
accounts; it is argued that the existing 
exemption deprives traders of information 
which they require in deciding whether to 
grant credit to a private company, and 
trade unions of information which they 
need to enable them to assess the justice of 
the wage rates offered by employers. The 
value to creditors or trade unions of the 
information that would be derived from a 
perusal of the annual accounts of a com- 
pany was the subject of much difference of 
opinion among the witnesses who gave 
evidence before us. Whatever be the right 
conclusion on this point, much of our report 
is based on the principle, of the validity 
of which we are convinced, that the fullest 
information practicable about the affairs of 
companies should be available to the share- 
holders and the public. 

‘“We have had evidence that publication 
of the accounts of small companies would 
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give large concerns valuable information 
about the finances of their smaller rivals 
while the latter do not gain any corres- 
ponding advantage from the publication of 
accounts of the larger concerns. The larger 
and more diversified the business of a com- 
pany, the less useful to a competitor is the 
information which he can derive from a 
perusal of its accounts, even if other things 
are equal. But other things are not equal, 
because whatever the small company could 
learn from the accounts of its large rival, 
the large concern may be able to drive the 
small out of business, but the latter can do 
little harm to the former. While recognising 
that these fears are sincerely expressed, we 
do not believe that publication would have 
so completely one-sided consequences. In 
any event, in the public interest, stimula- 
tion or elimination of the inefficient, whether 
small or large, is desirable.’” 


Especially as this view has been given 
the force of law in the United Kingdom, 
it would seem fair to assert that companies 
must recognise a public duty which depends 
for its fulfilment on proper accounting and 
explicit information. It is idle to ignore 
the trend, for modern accounting thought 
accepts the fact and is modelling its precepts 
accordingly. 


WHAT EVERY DIRECTOR SHOULD KNOW 


Directors of a company control its fin- 
ances and act in the capacity of trustees 
of the assets for the shareholders. Where 
there is a financial responsibility there is 
a duty to account; the two go hand-in-hand. 

Overseas authorities unanimously express 
the view that the directors and the manage- 
ment are primarily responsible for keeping 
the accounts and submitting true financial 
statements to the shareholders. Can we 
say that this is so in Australia? 

Irrespective of what the articles of 
association may provide, all our Companies 
Acts impose definite responsibilities upon 
the directors in regard to accounts. Signifi- 
eantly enough, these duties are found in 
the Part of the Act headed ‘‘ Management 
and Administration.’’ I am quite certain 
that many directors fail to appreciate the 
extent of their legal liability in this direc- 
tion, and in some cases believe the appoint- 
ment of an auditor constitutes an effective 
delegation. I hasten to assure them it does 
nothing of the sort and”“fo impress that 


(Continued on page 399) 


the responsibility is theirs and theirs alone; 
the auditor has his own burden to carry. 
Note the following excerpt from the 
judgment in Re 8. P. Catterson & Sons 
Ltd. (1937) :— 

‘‘Tt is their duty in the first place to 
keep the accounts, and to prepare the 
accounts which have to be audited .. . it 
is for the directors to manage the business 

. including in the management of the 
business the system of accounts to be 
employed.”’ 

Although this is an English decision it 
is based on the 1929 Companies Act which, 
as you know, is the father and mother of 
most of the current Australian Acts. 

Proper accounting for companies is not 
just a plaything for the accountancy pro- 
fession ; it is a serious duty of each com- 
pany director, which each of them should 
know. 


() Report on Company Law Amendment, 
pp. 6, 7, 26, 27. 
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CURRENT DEVELOPMENTS IN CorPORATE AccouNTING—continued. 
FACING UP TO THE RESPONSIBILITY 


Having established where the responsi- 
bility lies, let us consider what it is. In 
each of the Australian Acts, the directors 
have two distinct duties, one to keep proper 
accounts of the company’s transactions, 
and the other to furnish true financial 
statements annually to the shareholders. 


Keeping the Accounts. 

As it has the honour of being the most 
recent enactment, it is proposed to quote 
from the Western Australian Companies 
Act, which is, in substance, similar to those 
of the other States. Section 125 (1) pro- 
vides that ‘‘every company shall cause to 
be kept proper accounts in which shall be 
kept full, true and complete accounts of the 
affairs and transactions of the company.’’ 

If this were a Police State the penalty 
for non-observance might well be the con- 
centration camp ; instead, under Sub-section 
(3) a penalty of £100, or less, may be 
imposed ‘‘on any director who fails to 
secure compliance by the company with 
the requirements of this section, or has by 
his own wilful act been the cause of any 
default by the company under this section.’’ 
It eould be cheap at the price, though it 
should be mentioned that if the company 
is put into liquidation, the penalty may be 
imprisonment for one year. To me, this 
appears to lock the stable door after the 
horse has bolted. 

The English have been more realistic, and 
their amended law now imposes a penalty 
on the director for a term of imprisonment 
not exceeding six months, whether or not 
the company is liquidated. This amend- 
ment is indicative of a trend to impose more 
tangible obligaéions upon the directors and 
management in relation to accounts. 

There is no logical reason why breach of 
this duty should not carry a severe penalty, 
for compliance with the section is relatively 
simple. The obligation is clearly confined 
to the historical recording of the company’s 
current transactions. The reference to 
‘full, true, and complete accounts’’ does 
not touch the annual financial statements, 
nor does it infer any particular method or 
form. It does involve, however, a truthful 
and faithful recording of the nature and 
effect of each transaction in a form which 


can be readily understood by others. Apply- 
ing a negative test, accounts are not 
‘‘proper’’ if they are false, misleading, or 
incomplete. It may be said that keeping 
proper accounts calls for a recording of 
the transaction itself in the first place, and 
then a process of classification to enable 
the determination of the profit and the 
financial position. 

A director is not expected to keep the 
accounts personally, but he should, satisfy 
himself as to the adequacy of the company’s 
accounting procedures, at least in relation 
to his statutory liability. 

The Annual Accounts. 

Again referring to the West Australian 
Companies Act, we find that Section 126 
requires the directors to submit to share- 
holders at least once in every year a profit 
and loss account, ‘‘which shall show the 
balance of profit and loss for the period 
which it covers and shall in particular show 
separately :— 

(a) The net balance of profit and loss 

on the company’s trading; 

(b) (i) income from general 
ments ; 

(ii) income from investments in 
subsidiary companies; 

(ec) amount (if any) charged for depre- 
ciation and amortisation on (i) 
investments (ii) goodwill, and 
(iii) fixed assets ; 

(d) the amount transferred to the 
account from reserves or from 
provisions; & 

(e) directors fees.’’ 

Under the same section, the directors 
must cause to be made out a balance sheet, 
together with a report as to the state of 
the company’s affairs, including also infor- 
mation as to how the results of the year’s 
operations have been materially affected 
by items of an abnormal character and 
other information as to dividends and 
reserves. Subsequent sections of the Act 
elaborate on the particulars which must 
be contained in the balance sheet. 

This is all a definite advance on the 
provisions of some of the Australian Acts. 
Particularly in its recognition of the impor- 
tance of the profit and loss account, it shows 


invest- 
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The Annual Accounts—continued. 


how accountancy research, followed by 
general acceptance of standards of practice, 
ean help to mould the law for the good of 
society. 

There was a time when the balance sheet 
was considered to be the paramount account- 
ing statement, but research by the profes- 
sion eventually led to the belief that the 
profit and loss account was relatively more 
important. It was pointed out that only 
through the profit and loss account was it 
possible to judge the efficiency of manage- 
ment, the probable future results, the likeli- 
hood of continuity, and the reality of 
balance sheet values based upon the concept 
of a going concern. In short, the profit 
and loss account was not a satellite of the 
balance sheet; rather it was as the sun to 
the moon. : 

This concept went to the other extreme. 
More sober accounting thought now acknow- 
ledges the value of both statements and 
realises that one is just as vital as the 
other. One writer said it was unwise to 
discount the importance of the balance 
sheet and described it as ‘‘the connecting 
link between successive income statements. ’’ 
The general view was summarised aptly by 
F. Sewell Bray in these words :— 

‘*TIt is clear that efficiency both in short- 
and long-term periods is very largely 
evidenced by a firm’s financial accounts. In 
the short period the index is the income 
statement or profit and loss account; in the 
long period the index is the balance sheet 
with, among other things, its indication of 
reserve strength pointing to long-run 
stability. It is, therefore, not surprising 
to find that society is developing an increas- 
ing awareness of the necessity for clear 
and truthful accounts.’’* 

Although the Western Australian Act 
gives a measure of recognition to the profit 
and loss account, it is not by any means the 
last word in modern practice. In U.S.A. 
the Securities and Exchange Commission 
has imposed still more exacting standards, 
but, to avoid offending those who are 
Empire-minded, I can summarise the 
development in underlying concepts equally 
as well by referring to the Cohen Report, in 
which there are many profound observa- 
tions on the subject of annual accounts. 


(*) Precision and Design in Accountancy, 
p. 18. 


**General. The history of company legis- 
lation shows the increasing importance 
attached to publicity in connection with 
accounts. 


‘*The Act now in force requires directors 
to produce a balance sheet and a profit and 
loss account in every calendar year, and 
to lay them before the company in general 
meeting. The Act lays down some require- 
ments as to the contents of the balance 
sheets; we refer to them in greater detail 
in paragraph 99. But there are no require- 
ments as to the form of the profit and loss, 
or income and expenditure, account, nor 
does the Act in terms make the auditors’ 
report cover the profit and loss account, 
though since the balance on that account is 
necessarily carried into the balance sheet. 
an auditor cannot discharge his duties with- 
out examining it. We consider that the 
profit and loss account is as important as, 
if not more important than, the balance 
sheet, since the trend of profits is the best 
indication of the prosperity of the company, 
and the value of the assets depends largely 
on the maintenance of the business as a 
going concern. 


‘*Present practice. The amount of infor- 
mation disclosed in the accounts of com- 
panies varies widely. The recent tendency 
has been to give more information, and 
this tendency has been fortified by the 
valuable recommendations published from 
time to time by the responsible accountancy 
bodies as to the form in which accounts 
should be drawn up and the information 
which they should contain. The directors 
of many, but by no means all, companies 
now give shareholders as much information 
as they consider practicable, and the 
accounts which they present contain much 
more detail than is required by law. Audi- 
tors use their influence to persuade directors 
to present their accounts in accordance with 
the principles laid down by the professional 
bodies to which they belong, but in the 
absence of statutory requirements they 
cannot override the directors, and in some 
cases may be deterred from pressing their 
views by fear of losing their position as 
auditors. The professional bodies repre- 
senting the accountants who gave evidence 
before us all agreed that the position of 
auditors would be strengthened if the law 
were to prescribe a minimum amount of 
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Facing up to the Responsibility—continued. 


information to be disclosed in all balance 
sheets and profit and loss accounts. We 
accept this view .. .”’ 

‘‘Profit and Loss Account. We have 
already referred in paragraph 96 to the 
absence of statutory requirements as to the 
contents of the profit_and loss, or income 
and expenditure, account and to the import- 
ance of the trend of profits as the best 
indication of the prosperity of a company. 
We consider that the law should lay down 
minimum requirements as to the contents 
of the profit and loss, or income and expend- 
iture, account calculated to ensure that it 
gives a fair indication of the earnings of 
the period covered by the accounts, and 
that the auditor should be under specific 
responsibility to report on its contents. The 
account should be drawn up in accordance 
with accepted accountancy principles con- 
sistently maintained, and if for any reason 
any change of a material nature, e.g., a 
change in the basis of stock valuation, is 
adopted, specific attention should be called 
to the change and to the effect thereof.’’™ 


Now we know that British law is tradi- 
tionally reluctant to prescribe standards 
of practice. As Lord MacNaghten said in 
Dovey v. Cory: ‘‘I do not think it desir- 
able for any tribunal to do that which 
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Parliament has abstained from doing—that 
is, to formulate precise rules for the guid- 
ance or embarrassment of business men in 
the conduct of busin@ss affairs.’’ Yet the 
Cohen Committee and the British Parlia- 
ment were sufficiently conscious of social 
changes to prescribe eighteen points to be 
mentioned specifically in the profit and loss 
account. 

Probably the most significant statement 
in the Cohen Report was the expression of 
the view that ‘‘the profit and loss account 


should be drawn up in accordance with 
accepted accountancy principles consis- 
tently maintained.’’ Indeed, the subse- 


quent English amendments are a splendid 
example of a marriage between account- 
ancy and law. In so far as the law depends 
upon accountancy to codify its principles, 
there is a public duty cast upon the pro- 
fession. Quoting again from F. Sewell 
Bray: ‘‘As most of us well know, the real 
test of good accounting practice is its use- 
fulness to society. We should try to avoid 
any suggestion of haphazard development 
in practice, and to this end it is always 
desirable that accounting principles should 
be consistently comprehended and consis- 
tently applied throughout the profession.’* 

Before we can enlarge on current prac- 
tical developments we must, therefore, seek 
the elusive accounting principle. 


WHAT ARE THE ACCOUNTANCY PRINCIPLES ? 


The application of the term ‘‘ principles’’ 
to accountancy is most inappropriate. The 
Cohen Committee no doubt adopted it from 
the ‘‘Recommendations on Accounting Prin- 
ciples’’ issued by the Institute of Chartered 
Accountants in England and Wales. G. O. 
May, who was chairman of the committee 
of the American Institute of Accountants 
which first promulgated ‘‘principles,’’ has 
consistently retreated from the word ever 
since, to the point of admitting they may 
be ‘‘nothing more exalted than a convention 
or a rule of convenience.’”® 

Professor Hatfield, co-author of ‘‘ A State- 
ment of Accounting Principles,’’ later said : 
‘Tt is a source of gratification that so many 
accountants are searching for the still undis- 
covered accounting principle.’” 

(*) Report on Company Law Amendment, 
pp. 53, 54, 57, 58. 

(*) Precision and Design in 
p. 22. 


Accountancy, 





‘‘Principle’’ envisages a fundamental 
truth or proposition of universal applica- 
tion. It may also suggest a general law or 
rule adopted or professed as a guide to 
action ; a settled ground or basis ef conduct 
or practice. The fact is that, as yet, none 
of our so-called principles measures up fully 
to these standards. 

It may surprise many to know that a 
profession which has so much of an atmos- 
phere of certainty and exactitude, is in 
reality one which can never be an exact 
science, and accordingly demands at all 
times the exercise of informed judgment 
and opinion. It would be a great mistake 
to overlook that the annual accounts are 
not and cannot be exact statements of earn- 
ings and financial condition; they are 


(*) Dickinson Lectures—Improvement in 
Financial Accounts, p. 4. 
(*) Papers on Auditing Procedure 1939, p. 7. 
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What are the Accountancy Principles?—contd. 
necessarily tentative and approximate. One 
example is sufficient to prove the point. 
Who can forecast the exact cost of depre- 
ciation each year? In nearly all cases the 
loss due to the exhaustion of an asset cannot 
be known exactly until the asset is retired 
from use. 


This is not to infer there are no rules in 
this game of accountancy. There are, but 
we would do better to jettison the glorified 
title of principles and describe them more 
accurately as conventions, doctrines or 
standards. Thereby we can make plain 
their true portent and avoid the embarrass- 
ment of perhaps arguing that what was 
once a fundamental truth will no longer 
stand the test. Concepts of accountancy 
change constantly just as the world changes 
around us every day. 

Applying the word ‘‘convention’’ in its 
sense of a rule or usage based upon general 
agreement, it may be said that there are 
four commonly accepted conventions in 
accountancy practice. 


The first is the ‘‘accounting entity’’ or 
‘“business entity’’ convention which asserts 
that the company is an entity distinct from 
its shareholders, a concept that coincides 
with the legal view. The theory is a vital 
development because it cancels the pro- 
prietorship viewpoint expressed earlier. 
The implications of proprietorship are dis- 
regarded; the company is the accounting 
unit which derives its capital resources not 
merely from the shareholders but also from 
creditors. If this is accepted, then creditors 
in their respective groups have a status as 
to accounting at least equal to that of 
shareholders. 


Even if the theory is not openly acknow- 
ledged, it is clandestinely applied. It is 
always said that ‘‘the company has made 
so much profit,’’ not the shareholders. 
When an investor buys shares on the stock 
exchange, whatever price he pays is to him 
a capital investment, but it does not disturb 
the company’s share capital accounts one 
iota. Nor does the earning of profit by the 
company of itself entitle him to one penny 
in dividends. 

The entity approach has far greater 
significance than might at first appear. So 
far as this lecture is concerned, it particu- 
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larly emphasises a wider horizon of account- 
ing responsibility. 

Secondly, there is the continuity conven- 
tion. Accounting for the company is based 
upon the assumption that it is a going con- 
cern which is not about to go into liquida- 
tion. The concept of continuing activity is 
inseparable from financial accounting; it 
colours the whole of the accountant’s 
approach to the assessment of profit and 
financial position. The obvious illustration 
is that of ‘‘wear and tear’’ depreciation on 
a fixed asset. This is normally estimated on 
the footing that the business will use the 
asset productively for its full useful life. 
If the concept of continuity was displaced 
by a liquidation value, or ‘‘ pounce value”’ 
as the Americans sometimes eall it, the 
general result would be to load current 
costs with unreal and excessive charges for 
depreciation. 

Thirdly, there is the valuation conven- 
tion. This permits the accountant to record 
that you bought a valuable horse last month 
for £50 and a goat last week for £1, so that 
you now own two animals which cost £51, 
but which might have a greater or lesser 
eurrent value. By allowing money to be 
no more than a symbol it is possible to 
record and collate dissimilar facts. By 
adopting original cost as the basis for 
accounting valuation, it is possible to estab- 
lish rules which will enable consistent treat- 
ment of the accounting facts. 


It is essential to understand that the 
accountant does not attempt to portray 
values at current worth. The profession has 
yet to be convinced that, for practical 
utility, there is any yard-stick more con- 
venient than original cost. It gives some 
certainty to the accounting mechanism; it 
is capable of objective verification ; it leaves 
less opportunity for divergent opinion ; and 
it is consistent with the legal limitations 
imposed on companies for the distribution 
of profits. 

There is often ill-informed criticism from 
the business man for failure to show 
present worth, and from the economist for 
failure to recognise economic changes, such 
as in the purchasing power of money. 
Financial accounting is necessarily histori- 
eal and cannot encompass such extraneous 
issues without creating greater uncertainty 
in a problem which already calls for some 
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What are the Accountancy Principles?—contd. 
degree of judgment. Therefore, account- 
ancy continues to pursue a smooth and 
serene course, undisturbed by such factors. 


Lastly, there is the ‘‘accounting period’’ 
convention in which lie the most intricate 
problems confronting the profession. It 
relates to the arbitrary dissection of the 
continuity of activity into what have been 
described as ‘‘meaningless lengths called 
years.’’ Periodical assessment of results is 
a necessary evil attaching to the corporate 
form of business organisation, and, through 
the influence of law, the normal accounting 
period has come to be of one year’s duration. 

It will be clear that, if a company had a 
fixed span of life for, say, ten years where- 
upon it would be wound up and accounts 
presented, many of our accounting prob- 
lems such as capital and revenue, matching 
costs with income, and the legal divisibility 
of profits would all disappear. The assign- 
ment of profit to time periods means that 
estimates are made without ever arriving 
at a final point where the true result can 
be determined, unless, of course, the 
company is liquidated. 


It is largely through the existence of the 
accounting period convention that a num- 
ber of doctrines have been analysed and 
refined by the profession, and they are of 
intense interest to the business community 
as a whole. 


The doctrine of conservatism in account- 
ing has very strong support and no-one can 
quarrel with the wisdom of being cautious 
in the estimation of annual profits and in 
asset valuations. There is, however, a real 
confusion of thought between the exercise 
of legitimate caution and a policy of con- 
cealment calculated to show an equalised 
profit year by year. Concealment of the 
actual result is contrary to recognised 
accounting doctrines and, indeed, is now 
contrary to law in England and U.S.A. As 
Professor Paton has said: ‘‘Conservatism 
in reckoning income has been so stressed 
by accountants as to come perilously close 
at times to encouragement of downright 
understatement. If by conservatism is 
meant reasonableness and the exercise of 
care and good judgment, there can be no 
quarrel with this policy, but where ‘‘ conser- 
vative practice’’ means the arbitrary scaling 

(*) Accountants’ Handbook, p. 161. 
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down of earning power as reported the 
policy becomes seriously objectionable.’” 

Undisclosed conservatism has no place in 
modern accountancy. There is an extension 
of responsibility to third parties, and accent 
is placed upon full and fair reporting of 
the financial facts. Undisclosed conserv- 
atism falsifies the income picture, misleads 
the management and shareholders as well 
as all other parties, and destroys the value of 
the accounts for purposes of comparison 
and analysis. 

As a corollary to this line of thought, 
there have been strong attacks on the com- 
mercial technique of secret reserves. The 
Royal Mail case suggests that those who 
pursue this technique are taking a peri- 
lous course. The ‘‘Recommendations on 
Accounting Principles’’ issued by the 
English and Australian Institutes of Char- 
tered Accountants, and the Cohen Commit- 
tee’s Report, all denounce the practice, and 
the new English Companies Act makes 
their disclosure compulsory. There need 
be little doubt that amendments to the 
same effect will eventually come to this 
country. 

The subject is profoundly important to 
all company directors and executives, as 
they are responsible for the accounting 
decisions. Therefore, it may be as well 
to state the accepted view that there should 
be reasonable care and caution in assessing 
the periodical profit and financial status, 
but if there are to be policy reserves for 
more abundant caution, their extent and 
their source should be disclosed: In short, 
if there is to be conservatism, let it be 
revealed. 

In view of this development, it is not 
surprising that the doctrine of disclosure 
is gaining very strong acceptance. It is a 
doctrine which obviously refers more to 
financial reporting than to the actual 
accounting procedures. It calls for a full 
and fair statement of material accounting 
facts to the extent necessary to satisfy the 
reasonable requirements of the parties 
concerned about the company’s progress. 
The Cohen Report described the present 
trend in this way :— 

“*It is also important in our opinion 
to ensure that there should be adequate 
disclosure and publication of the results 
of companies so as to create confidence in 
the financial management of industry, 
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What are the Accountancy Principles?—contd. 
and to dissipate any suggestion that hid- 
den profits are being accumulated by 
industrial concerns to the detriment, of 
consumers and those who work for 
industry.’” 

Next there is the doctrine of consistency, 
which infers that there shall be no material 
variation in accounting methods from year 
to year. It does not mean, however, that 
having selected a basis for the accounting 
this basis should never be changed, but it 
does mean that change should be allowed 
only if it involves forsaking the present 
method for something better. The doctrine 
is clearly an essential part of the concept 
of truth in accounting. Inconsistency of 
method invalidates comparisons and is 
undoubtedly misleading; hence any depar- 
ture must be stated fully and its effect 
shown. In practice, there are many 
examples of inconsistency in trading stock 
valuations, in depreciation of assets, and 
generally in the process of matching costs 
with revenues. 


Finally, reference should be made to the 
doctrine of materiality. It is instanced in 
several places in the Cohen Report, where 
there is an insistence on disclosure of vari- 
ous accounting facts if material. The doc- 
trine allows the profession to classify the 
transactions and to report the information 
according to its relative importance and 
amount. It is almost superfluous to point 
out that any item materially affecting any 
judgment on the financial statements such 
as, for example, a non-recurring profit, 
should be disclosed in a clear manner. 


Even if they may not be principles, all 
these conventions and doctrines strike at 
the substance of the accounts rather than 
the form. They postulate ideals in which 
the accounting entity is regarded as a con- 
tinuing activity with resultant effect on 
the statement of its profit and its financial 
position. The ascertainment of its progress 
and condition in accounting periods calls 
for a degree of precision and a freedom 
from undisclosed conservatism, a consis- 
tency in application of accounting methods, 
and a full and fair disclosure of essential 
facts including exceptional items of material 
character. 

aaa on Company Law Amendment, 
p. 56. 
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There is infinite variety in the practice 
of accountancy, which is a profession dedi- 
cated to the recording of the world’s finan- 
cial affairs. One of the difficulties in detect- 
ing fundamental ‘‘principles’’ is that the 
numerous accounting entities themselves 
lack any uniform resemblance. It is right, 
then, that the profession should supple- 
ment its conventions and doctrines with 
standards touching upon substance, but in 
the final analysis limited more to physical 
procedures and presentation. Paton and 
Littleton express their status thus :— 

** * Accounting standard’ is easily dis- 
tinguished from ‘standardised account- 
ing.’ The latter phrase suggests pre- 
scribed procedures and limited freedom 
to vary therefrom; it implies a restraint 
upon the exercise of judgment in apprais- 
ing a situation; it tends to confine the 
latitude allowed in constructing financial 
statements to the narrow limits of a 
preconceived pattern. 

= ‘‘Although accounting standards are 
not in themselves procedures they point 
toward accounting procedures, that is, 
toward rules which cover the details of 
specific situations. Rules of procedure 
are authoritarian in nature. They inspire 
conformity; they direct performance; 
they deal with details and the choice of 
alternative methods. 

‘Obviously, rules become individu- 
alised and tend to vary among different 
enterprises under the influence of dif- 
ferent ideas of convenience, effect of 
alternatives, ete. Within a given enter- 
prise they are apt to change slowly since 
persistence in the continuance of estab- 
lished rules adds materially to the ability 
of interested parties to interpret account- 
ing data correctly. It would be fruitless, 
therefore, to attempt a codification of 
rules and absurd to expect the conformity 
of all types of enterprise to the same 
methods if a codification of rules were 
attempted. 

**Tt should be possible to state aeccount- 
ing standards in such a way that they 
will be useful guides to procedures over 
a wide area of application. Whereas 
rules would be made to afford a basis 
for conformity, standards are conceived 
as gauges by which to measure depar- 
tures, when and if departure is necessary 
and clearly justifiable. Standards, there- 
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What are the Accountancy Principles?—contd. 
fore, should not prescribe procedures or 
rigidly confine practices; rather stand- 
ards should serve as guideposts to the 
best in accounting reports. To serve 
their purpose most effectively, standards 
will need to be expressive of the best 
type of deliberately chosen business 
policies ; such standards, therefore, would 
be the ones which could be accepted by 
business men generally as pointing the 
way to good accounting practices. 


“‘The standards of accounting, like 
those of any other field of human en- 
deavour, should be in accord with the 
accepted hallmarks of clear thinking. 
Thus accounting standards should be 
orderly, systematic, coherent ; they should 
be in harmony with observable, objective 
conditions ; they should be impersonal and 
impartial. At the same time it should 
be noted that a formulated standard may 
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not always conform with generally 
accepted practice. The latter is like a 
statistical mean in the midst of surround- 
ing data ; the former may often be a guide 
to the gradual improvement of corpora- 
tion accounting practices and a gauge 
against which to measure variations.’’’° 


In so far as it may be necessary to com- 
promise between strict theory and practical 
expediency, standards are a valuable safe- 
guard against irresponsible action. The 
standards are not fixed and immutable; 
they change according to the progress in 
accountaney research. Over the last ten 


years there have been many refinements 
added to standard practice, an evolutionary 
process which is by no means complete. 


Above all, it should be understood that 
the increasing emphasis on these precepts 
is having and will have a very great effect 
on the. form and content of the annual 
accounts. 


ABOUT THE PROFIT AND LOSS ACCOUNT 


Australian company legislation lags far 
behind current trends in its approach to 
the profit and loss account. The emphasis 
is still on the balance sheet, though Victoria 
and Western Australia specify a modicum 
of disclosure as to the ingredients of net 
profit. 


One of the curses of statutory regulation 
is the natural tendency of the citizen to 
comply with it. This is very evident in 
relation to the profit and loss account, 
which is almost invariably dismissed in a 
few lines of omnibus items. The Australian 
business community must grant a higher 
status to the profit and loss account, which 
is more important than the balance sheet 
for assessment of current trends. 


The profit and loss account is generally 
the only available measure of future profits, 
certainly not conclusive but permitting 
individual judgments to be made. It reflects 
the efficiency of the management and is the 
Main accounting to shareholders of its 
stewardship. Judging from its disclosures 
the shareholder may decide whether he 
should hold, reduce or add to his share- 
holding. The prospective investor may 


(*) An Introduction to Corporate Accounting 
Standards, p. 5. 





gauge whether he should invest and at 
what price. The creditors can judge the 
real worth of their risk. The Government 
assesses its taxes and controls prices on 
the basis of its information. The statistician, 
the trade association and the economist can 
derive data of value to the field of industry 
and to society as a whole. The employee s 
entitled to know so that he can state his 
ease for working conditions. 

The rising importance of the profit and 
loss account warrants detailed analysis of 
contemporary developments. Showing how 
professional thought precedes the law, the 
Institute of Chartered Accountants in 
England and Wales made recommen- 
dations on the form and content of this 
statement on 15th July, 1944. It prefaced 
its precepts with these observations :-— 

(16) The profit and loss account should be 
presented in such a form as to give a clear 
disclosure of the results of the period and 
the amount available for appropriation, for 
which purpose it may conveniently be divided 
into sections. 

“(17) Such a disclosure implies substantial 

uniformity in the accounting principles 

applied as between successive accounting 
periods; any change of a material nature, 
such as a variation in the basis of stock 
valuation or in the method of providing for 
depreciation or taxation, should be disclosed 
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About The Profit and Loss Account—continued. 
if its effect distorts the results. The account 
should disclose any material respects in 
which it includes extraneous or non-recurrent 
items or those of an exceptional nature, and 
should also refer to the omission of any 
item relative to, or the inclusion of any item 
not relative to, the results of the period.”11 


The recommendations were adopted very 
substantially by the Cohen Committee in 
1945 and they became law in the amending 
Companies Act of 1947.. As the English 
amendments can be adapted very simply to 
Australian conditions, it is worthwhile to 
state briefly what detail is now required. 

Under Section 149, every profit and loss 
account of a company shall give a true and 
fair view of the profit or loss of the company 
for the financial year. The Eighth Schedule 
prescribes that the following details shall 
be shown :— 

“12 (1) (a) the amount charged to revenue 
by way of provision for deprecia- 
tion, renewals or diminution in 
value of fixed assets; 
the amount of the interest on 
the company’s debentures and 
other fixed loans; 
the amount of the charge for 
United Kingdom income tax and 
other United Kingdom taxation 
on profits, including, where prac- 
ticable, as United Kingdom 
income tax any taxation imposed 
elsewhere to the extent of the 
relief, if any, from United King- 
dom income tax and distinguish- 
ing where practicable between 
income tax and other taxation; 
the amounts respectively pro- 
vided for redemption of share 
capital and for redemption of 
loans; 
the amount, if material, set 
aside or proposed to be set 
aside to, or withdrawn from, 
reserves; 
subject to sub-paragraph (2) of 
this paragraph, the amount, if 
material, set aside to provisions 
other than provisions for depre- 
ciation, renewals or diminution 
in value of assets or, as the case 
may be, the amount, if material, 
withdrawn from such provisions 
and not applied for the purposes 
thereof; 
the amount of income from 
investments, distinguishing be- 
tween trade investments and 
other investments; 


@*) Recommendations on “Accounting Prin- 
ciples, p. 22. 
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(h) the aggregate amount of the 
dividends paid and proposed. 

The Board of Trade may direct that 
a company shall not be obliged to 
show an amount set aside to provi- 
sions in accordance with sub-para- 
graph (1) (f) of this paragraph, if 
the Board is satisfied that that is not 
required in the public interest and 
would prejudice the company, but 
subject to the condition that any 
heading statingean amount arrived at 
after taking into account the amount 
set aside as aforesaid shall be so 
framed or marked as to indicate that 
fact. 

‘€13. If the remuneration of the auditors is 
not fixed by the company in general 
meeting, the amount thereof shall be 
shown under a separate heading, and for 
the purposes of this paragraph, any 
sums paid by the company in respect of 
the auditors’ expenses’ shall be deemed 
to be included in the expression 
‘remuneration.’ 

(1) The matters referred to in the fol- 
lowing sub-paragraphs shall be stated 
by way of note, if not otherwise 
shown. : 

(2) If depreciation or replacement of 
fixed assets is provided for by some 
method other than a depreciation 
charge or provision for renewals, or 
is not provided for, the method by 
which it is provided for or the fact 
that it is not provided for, as the 
case may be. 

The basis on which the charge for 

United Kingdom income tax is 

computed. 

Whether or not the amount stated 

for dividends paid and proposed is 

for dividends subject to deduction of 
income tax. 

Except in the case of the first profit 

and loss account laid before the com- 

pany after the commencement of this 

Act the corresponding amounts for 

the immediately preceding financial 

year for all items shown in the profit 
and loss account. 

Any material respects in which any 

items shown in the profit and loss 

account are affected— 

(a) by transactions of a sort not 
usually undertaken by the com- 
pany ‘or otherwise by circum- 
stances of an exceptional or non- 
recurrent nature; or 

(b) by any change in the basis of 
accounting.” 


Under Section 196 the accounts must also 
show the aggregate amount of the directors’ 
emoluments, the aggregate amount of 
directors’ or past directors’ pensions, and 
the aggregate amount of any compensation 
to directors or past directors in respect of 
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About The Profit and Loss Account—continued. 
loss of office. ‘‘ Emoluments’’ includes fees 
and percentages, certain expense allow- 
ances, superannuation contributions and 
the estimated money value of any other 
benefits received by him otherwise than in 
eash. The iast phrase catches up with some 
of the ‘perquisites of office previously 
regarded as legitimate plunder and not 
revealed as ‘‘fees.’’ 

These are far more searching than the 
obligations contained in any of the local 
Acts, though it is somewhat to be regretted 
that the Act did not specifically require at 
least a disclosure of gross profit to comply 
with good accounting practice. 

I believe there is a lot of loose thinking 
about the profit ‘‘of a year,’’ or ‘‘for a 
year,’’ and it is very well demonstrated in 
extracts from the judgment in the Spanish 
Prospecting case :— 

‘** *Profits’ implies comparison between 
the state of a business at two specific 
dates, usually separated by an interval 
of a year.... If the total assets of the 
business be compared the increase which 
they show at the later date as compared 


with the earlier date (due allowance, of 
course, being made for any capital intro- 
duced into or taken out of the business 
meanwhile) represents in strictness the 


2912 


profits of the period in question. 

With respect, it represents nothing of the 
sort. It may assess the progressive profit 
up to the later date, but it does not follow 
that by deducting the result up to the end 
of the previous year you are left with the 
profit relevant to the current year. This 
thought is very important because accoun- 
tancy practice is to rule off the books at a 
point, make sundry adjustments, and so 
produce the profit, but not necessarily the 
profit for the year. 

The fact is that the calculation of profit 
at yearly intervals is necessarily tentative 
and provisional and, in practice, many 
transactions during a year may relate to 
that year or to years preceding or succeed- 
ing it. A payment of a lump sum retiring 
allowance to an employee after twenty 
years’ service can hardly be said to relate 
to the one year. When plant is scrapped, 
the accounting adjustment necessary has 

(#) Re Spanish Prospecting Co. Ltd. (1911), 
1 Ch. 98. 
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not suddenly accrued in the one year. 
Research expenditure and many other out- 
lays may well constitute outlays to benefit 
future years. ' 

The outmoded concept set forth in the 
Spanish Prospecting case is displaced by 
the theory of matching costs with revenues, 
a theory which is now the central feature 
of profit determination. It predicates a 
parallel accrual of costs with revenues to 
reveal the true profit applicable to the 
particular year, not the profit which may 
be ascertained during the year. 

Following the belated acceptance of its 
true status, the underlying concepts of the 
profit and loss account have been analysed 
very closely, and it will not be inappropriate 
to summarise this research with relative 
brevity. 

What is the purpose of the profit and 
loss account? The American Institute of 
Accountants described it as ‘‘an account or 
statement which shows the principal 
elements, positive and negative, in the 
derivation of income or loss, the claims 
against income, and the resulting net income 
or loss of the accounting unit.’’?* 

This definition, it will be noted, is a 
statement of pure logic; it makes no men- 
tion of the intense practical problem of 
periodical assessment. This was covered in 
an earlier Research Bulletin (No. 1) which 
stated that ‘‘the true profit or loss of a 
concern can be determined with accuracy 
only over its entire existence. Therefore, 
im any attempt to allocate to specific periods 
the profits or losses applicable thereto, it 
must be recognised among other considera- 
tions that, as many transactions are not 
fully completed within such periods, the 
result as shown must contain many estimates 
and approximations in the endeavour 
to present fairly the operating results of 
a period in conformity with generally 
accepted accounting principles.’’ 

This definition needs no dissection by me. 
It propounds the ideal of presenting fairly 
the operating results of a period and, in 
doing so, of complying with generally 
accepted accounting principles. These 
requirements make it plain that there are 
certain rules for these ‘‘estimates,’’ a ques- 
tion on which Paton and Littleton have 
enlarged thus :— 

(*) Research Bulletin No. 1 (Special), p. 73. 
Committee on Accounting Terminology. 
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About The Profit and Loss Account—continued. 
‘‘The process of measuring periodic 
income (profit, in Australia) involves 
the division of the stream of costs 
incurred between the present and the 
future. As deductions from revenues, all 
costs are homogeneous and are not re- 
covered through revenues in preferential 
order. Matching costs and revenues is 
primarily a problem of finding satisfac- 
tory bases of association; the essential 
test is economic reasonableness, in view 
of all pertinent conditions, rather than 
physical measurement. Any type of cost 
may be ‘‘deferred’’ if it originates in a 
justifiable expenditure and represents a 
factor from which a future benefit or 
contribution can reasonably be antici- 
pated. ... A sharp distinction is to be 
drawn between a reasonable scheme of 
spreading an annual charge in short-term 
interim reports, and any policy of income 
calculation designed to bring about an 
artificial smoothing of fluctuations result- 
ing from varying business fortunes over 
a period of years.’”"* ‘ 


Here we have a pithy summary of funda- 
mentals in which the keynote of true ‘‘ profit 
for the year’’ is emphasised as a process of 
matching costs and revenues, a_ theory 
which is clearly repugnant to the doctrine 
of conservatism. Paton and Littleton add 
(on p. 69) that matching costs with rev- 
enues involves three stages :— 


(1) Apportioning and recording cogts 
as incurred, appropriately classified ; 


(2) tracing and reclassifying costs in 
terms of operating activity; 


(3) assigning costs to revenues.’’ 


Before we can consider the implications 
for current general practice, two questions 
must be answered. What are revenues? 
What are costs? 


Revenue is a practical business concept ; 
it is the product of the enterprise. It 
matures either on an accrual basis or when 
realised, as summed up by G. O. May in 
these words :— 

‘A. The most theoretically correct con- 


cept of the income account is that 
charges or credits to it acerue from 
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day to day, and this concept is applied 
wherever it is practicable to do so—as 
in the case of rent or interest. 

‘*B. In many more eases, however, its 
application is impracticable, and the 
income charge or credit is deemed to arise 
at the moment when a transaction takes 
place—for instance, the profit on a sale 
is taken up when the sale is made, though 
obviously it is not the product of the 
moment of time when this occurs.’’* 


That statement expresses the rule that 
certain income is earned only when it is 
realised. There may be exceptions, as with 
large construction contracts requiring more 
than a year for completion, but even then 
the exception arises oply because of the 
necessity for annual accounting. 


What are costs? In answering this, I 
want to force home a thought which is 
very profound. It is one which can clarify, 
justify and simplify the acceuntant’s 
approach to many of his problems. It is 
diametrically opposed to some of the theory 
we were taught in the past, and there is 
evidence that many authorities do not 
appreciate its full significance. 

The term ‘‘costs’’ does not mean only 
current expenses. It envisages all outlays 
including those we were taught to classify 
as capital expenditure. All assets except 
cash are deferred charges either against 
income or against cash. Accordingly, an 
asset such as plant is only a store of deferred 
expenditure or cost which will benefit more 
than one year. An ordinary book debt isa 
deferred charge to cash. 


To my mind, this classification of certain 
assets as deferred operating costs estab- 
lishes a basic logic about many accounting 
procedures, and enables straighter think- 
ing on many problems which appear to give 
opportunities for varying opinions. 

I am well supported by Gilman, who 
writes in ‘‘ Accounting Concepts of Profit” 
(p. 297) : ‘‘A most helpful accounting con- 
cept, particularly in relation to profit 
determination, is the one which considers 
non-cash assets as being equivalent to 
deferred charges. 

‘‘Its helpfulness lies in the facet that it 
eliminates the factors of tangibility, and 
also the confusion between economic values, 


—— 





(**) Corporate Accounting Standards, p. 64. 


(*) Dickinson Lectures, 1943, p. 22. 
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About The Profit and Loss Account—continued. 
resale values and accounting values. Expen- 
ditures are often made in the hope and 
expectation of a favourable effect upon any 
future profits. Often such effects are 
measurable. On the logical idea of match- 
ing costs and revenues, the expenditures 
should then be considered as deductible 
from the future income for the encourage- 
ment of which they were made.’’ 


An apt illustration is found in the much- 
discussed question of plant depreciation. 
The old idea was that a purchase of plant 
was capital expenditure which should be 
written off over its life to restore the capital 
and to provide a fund for replacement. The 
new idea is that such an outlay is a prepaid 
operating cost which is chargeable against 
appropriate future years. 


This concept steers us safely past the 
criticism ~that the accounts should show 
eurrent or resale values and, moreover, it 
accords with the accounting preference for 
recording at cost. Cost is tangible and 
definite and it is capable of objective veri- 
fication. It is a certain basis of measure- 
ment for the historical function of account- 
It may well be said that there is no 
more justification for valuing assets (or 
deferred charges) at more or less than cost 
than there is for debiting an expense at 
more or. less than cost. 


The viewpoint that are 
deferred or prepaid operating costs makes 
all the argument about replacement funds 
quite irrelevant. The effect of world 
currency inflation has been particularly 
apparent in the prices of new machinery and 
similar assets. On many sides it was con- 
tended that accountants were wrong in 
providing for depreciation on cost because 
the fund so accumulated would not replace 
the asset, or, as the economists described 
it, ‘keep up the facilities of productién.”’ 
The answer is, of course, that provision for 
replacement is not the objective of depre- 
ciation accounting. The unexpired cost of 
an asset is in no different category than an 
insurance premium which carries the cover 
through to the next financial year. 


ing. 


such assets 


The replacement of machinery or any 
other asset is a financial problem, not a 
question of profit determination. The 
answer is, no doubt, that an additional 
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policy reserve should be made as an appro- 
priation of profits rather than a charge, to 
provide the wherewithal for replacement 
of the productive capacity. 

It should not be inferred that the deferred 
relevant only to fixed 
assets. It is also most enlightening when 
it is directed at the very vital question of 
trading stock valuation. 

One does not need to be a scientist in 
accounts to appreciate that the values 
placed upon trading stocks have a funda- 
mental effect on the disclosed net profit. 
Actually, the Commissioner of Taxation 
was obliged to point this out to several 
leading retailers in N.S.W., the lesson being 
somewhat expensive for them. 

Acecountaney literature has, until recent 
years, emphasised trading stock as a cur- 
rent asset in the process of conversion inte 
eash. The natural tendency was, therefore, 
to value stocks on a realisation basis, purely 
for the purpose of statement in the balance 
sheet. This is incompatible with the pre- 
vailing thought that the profit and loss 
account must show the profit for the year. 
Accordingly, emphasis is now being trans- 
ferred to the concept that trading stock is 
a deferred charge against future income, 
and that, like fixed assets, the annual esti- 
mation of profits necessitates a proper allo- 
cation of the cost of stocks to the relevant 
trading periods to avoid distortion of the 
‘‘trne’’ annual profit. 


charge theory is 


Gilman the deferred 
charge theory presented here, there is no 
difference between inventories 
fixed assets, intangible 
assets and prepaid expense. They are 
basically alike in so far as their relation 
to future income is concerned, regardless 
of the fact that different engineering, man- 
agement and accounting techniques may 
influence their periodic association with 
income. Indeed, it is difficult to compre- 
hend how a logical philosophy of accounting 
ean evolve unless this concept is adopted as 
fundamental article of faith.’’® 

Any departure from cost as the basis of 
valuation of stocks introduces’ other 
elemefits which, in actual practice, com- 
monly cause the ‘‘cost of goods sold’’ to 
become an unrelated, polyglot figure com- 
prised of the actual cost of goods disposed 


remarks: ‘*By 


essential 
(trading stocks), 


(*) Accounting Concepts of Profit, p. 305. 
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About The Profit and Loss Account—continued. 
of, losses and shortages of stocks, anticipated 
losses on ultimate realisation, and secret 
reserves. 


This is not to say that known losses due 
to shortages, obsolescence, deterioration and 
the like should not be recorded, but it does 
mean that the adoption of market or replace- 
ment values cannot be reconciled with the 
concept of true profit which insists that 
profit or loss ean only be recorded when 
the transaction is completed. It is becom- 
ing established that departure from cost 
generally results in undisclosed conserva- 
tism by making reserves against values as a 
matter of financial prudence and contrary 
to the principal purpose of ealeulating the 
year’s operating profit. 


Maurice E. Peloubet, the well-known 
American accountant, said in 1938: ‘‘If you 
“annot maintain your inventory on a cost 
basis, an adjustment from that is no part 
of the operating cost.’’!7 

Old customs die hard, yet it is in its 
own interests that the business community, 
as well as the profession, should shift its 
allegiance from the concept of a conserva- 
tive balance sheet to the concept that true 
profit for the year shall be disclosed. It is 
possible to satisfy both viewpoints in the 
following way :— 

1. Trading stocks should be taken into the 
books at cost. 

In determining operating profit, this 

cost value should be the basis of 

calculation. 

After 


separate 


profit, a 


operating 
allocation or 
appropriation of that profit may be made 
as a disclosed reserve to cushion future 


showing 
non-operating 


adversities. 

In the balance sheet, stock may be shown 

at its cost value, less the specific reserve 

against anticipated losses. 

It will be agreed, I think, that full appre- 
ciation of the theory of matching costs and 
revenues reveals some tangible disturbances 
of old concepts, yet it is inevitable that 
further research into its practical applica- 
tion will cause still further departures. 
Only by this means, however, can we hope 

(") Fiftieth Anniversary 
American Institute, p. 362. 


Celebrations — 
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to meet the accounting ideal‘and statutory 
obligation of reporting the ‘‘ profit for the 
year.’ 

To round the discussion off, reference 
should be made to the other component 
expenses usually charged to the profit and 
loss account. A sound analysis is made by 
Gilman, in ‘‘Accounting Concepts of 
Profit’’ (pp. 580, 581) : 

‘*In factory accounting close matching 
of costs and income is attempted. In the 
accounting for selling, general, and 
administrative expense a definite lack of 
matching is often noticed, with the result 
that many of the items may have no real 
relationship to the net sales of the same 
period. 

‘‘This is particularly true in connee- 
tion with sales promotion expenses. When 
advertising, for example, is actually paid 
for in advance and the advertising does 
not appear in print until a subsequent 
period, accountants may show it as a 
prepaid expense. But other sales promo- 

charges are seldom deferred. 


tion 


‘In how many reports does one find 
the cost of catalogue preparation, for 
example properly distributed over the 
subsequent periods benefited by that 
catalogue? 

‘“*How often does one find the expense 
of conducting a costly sales convention 
properly apportioned to those periods 
benefiting therefrom ? 


‘‘Tlow often are special items of 
expense incurred for the purpose of enter- 
taining customers, training salesmen, and 
preparing sales campaigns set up as a 
prepaid expense? 

‘‘When these and dozens of other simi- 
lar questions are asked, about the only 
answer that the accountant properly can 
give is to affirm that the incidence of 
such items upon future periods is not 
measurable nor determinable; _ that 
accordingly he must treat them as 
expenses of the period during which they 
were incurred. In other words, con- 
servatism dictates that the accountant 
shall not set up operating expense items 
as prepaid expenses unless he has some 
reasonable basis for determining their 
subsequent incidence. 
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About The Profit and Loss Account—continued. 
‘“‘This accounting viewpoint is, of 
course, perfectly proper. The fact still 
remains, however, that it may result in 
substantial profit distortion, particularly 
where heavy expenditures occur as the 
result of changes in policy.’’ 


[ feel it will now be abundantly plain 
that what our company legislation for 
many years dismissed in a few words has 
become a very live issue, of great import- 
ance especially to company executives and 
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directors who are charged with the responsi- 
bility of preparing the accounts. 

There opens up a vista of annual profits 
computed with greater precision, with con- 
servative treatments specifically disclosed, 
and with the whole of the important facts 
submitted in a manner which will leave no 
illusions as to the true result. We have come 
to an era of greater publicity as to company 
affairs which may not make them any more 
successful, but will at least give a clear 
and true history of their progress from the 


eradle to the grave. 


ABOUT THE BALANCE SHEET 


After the long discourse on the profit 
and loss account it may be wondered why 
I refer to the balance sheet at all; but I 
should be most reluctant to see the bal- 
ance sheet deprived of its status as a major 
financial document, though I do not think 
it should be regarded as having holy 
characteristics. 

The two statements are complementary 
but have different objectives, one showing 
the results of activity over a period, and 
the other showing financial position at a 
static point. 

In summarising the financial state at a 
point of time, the balance sheet is not 
necessarily representative of experience 
through the year. It is limited to an expres- 
sion of accounting opinion as to the nature 
and values of assets and the respective legal 
equities in the business entity. 

The accepted basis of accounting for the 
assets is cost or its cash equivalent, and this 
is compatible with the reeording of the legal 
equities, in the form of liabilities and capi- 
tal, at their cash equivalent at the time. 

Some criticism is levied at the profession 
because the balance sheet does not even 
attempt to show the real current value of 
the particular business. The opening for 
irrational judgment is much wider if there 
is any deviation fr@m the cost basis, a view- 
point which the Cohen Committee readily 
endorsed in these words :— 

‘A balance sheet is thus an historical 
document and does not as a general rule 
purport to show the net worth of an 
undertaking at any particular date or 
the present realisable value of such items 
as goodwill, land, buildings, plant and 
machinery, nor, except in cases where 


the realisable value is less than cost, does 
it normally show the realisable value of 
stock in trade. Moreover, if a balance 
sheet were to attempt to show the net 
worth of the undertaking, the fixed assets 
would require to be re-valued at frequent 
intervals, and the information thus given 
would be deceptive, since the value of 
such assets while the company is a going 
concern will in most cases have no rela- 
tion to their value if the undertaking 
fails.’’!® 

There is no yardstick for assessing the 
merit of individual valuations, as evidenced 
by the differences between the Prices Com- 
missioner’s valuation of cars, and what you 
can get on the black market, at least in the 
Eastern States. It would be as well if 
investors and the public generally were 
educated to understand the real meaning 
of values in the balance sheet. 

The Australian Companies Acts have all 
laid down rules as to the contents of the 
balance sheet, and I do not propose to repeat 
them here. I think I should point out, how- 
ever, that even the new Western Australian 
Act is now outmoded by other developments 
in England and Australia. 

The English Companies Act of 1947 
imposes much more definite responsibilities 
based upon the principle of disclosure, and 
I can well imagine some companies here 
being very agitated in attempting to comply 
with these conditions. So that they may be 
forewarned, I shall single out and express 
in layman’s language those amendments 
which may create some disturbance: 


(%) Report on Company Law Amendment, 


p. 55 
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About The Balance Sheet—continued. 

1. Reserves, provisions, liabilities, and 
fixed and current assets shall be elassi- 
fied under headings appropriate to the 
company’s business. Fixed and cur- 
rent assets shall be shown separately 
and the methods of arriving at the 
amount shown. 

2. Each class of fixed asset must, in 
general, be stated so as to show the 
aggregate cost and the total provision 
for depreciation or diminution in 
value. In the case of investments, the 
cost and provision need not be shown 
if the actual or estimated market value 
is disclosed. The Australian practice 
of merely showing the net figure is 
now a breach of the law in England. 

5. Trade investments, quoted investments 
which are not trade investments, and 
unquoted investments of the same 
category, must be distinguished. 

4. The aggregate amounts of what are 
defined as capital reserves, revenue 
reserves and provisions (except for 
depreciation, diminution in value, ete.) 
shall be stated under separate head- 
ings, and there shall also be shown the 
source of any material increase during 
the year and the application of any 
material deerease. Thus, an excessive 
provision for taxation will have to be 
disclosed to the extent it is found 
excessive and its application clearly 
shown. 


Unfortunately, these requirements are 
intended to include secret reserves or secret 
provisions. England has thus led the way 
by insisting on a disclosure of these mys- 
teries. In fact, if a provision for, say, 
depreciation is in excess of what the diree- 
tors consider reasonably necessary for the 
purpose, the excess must not even be 
described as a provision but must be shown 
as a reserve. Stock reserves are also caught 
in the web. 

Other new and important obligations are 
perhaps less startling :— 


1. The balance sheet must show the net 
aggregate amount recommended for 
dividend distribution. This is merely 
a statutory recognition of good prac- 
tice and is already widely followed by 
many public companies in Australia. 
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2. The amount of arrears of fixed cumu- 
lative dividends must be noted on the 
balance sheet. This is likewise common 
and correct practige. 

3. Also by way of note, particulars must 
be given of any charge on the com- 
pany’s assets to secure the liabilities 
of another person, the amount involved 
being mentioned where practicable. 
The secured guarantee of another 
company’s overdraft would be an 
example. Such information is material 
and should, therefore, be disclosed. ° 


4. The general nature and the amount 
or estimated amount of any contingent 
liability is to be noted, if it is material. 
Again, there is a codification of proper 
practice. 

5. Where practicable and material a 
note shall be given of the aggregate 
amount, or estimated amount of unful- 
filled contracts for capital expenditure. 
This is a new provision which has 
never been standard practice in the 
profession. 


6. Further emphasising the accounting 
responsibility of directors is_ the 
requirement to note the fact, if it is 
so, that the directors are of the opinion 
that any of the current assets have 
not a value upon realisation at least 
equal to the value in the balance sheet. 

7. The aggregate market values of non- 
trade investments must be disclosed 
by way of note. 

8. Comparative figures for the previous 
year must be shown for all items on 
the balance sheet. 


These amendments are directed at the 
content of the balance sheet, and are sub- 
stantially in accord with the ‘‘Recom- 
mendations on Accounting Principles,’’ set 
out by the Institute of Chartered Accoun- 
tants in England and Wales. In fact, the 
only notable omission is the Institute’s 
recommendation that ‘‘the use of general 
headings for a balance sheet, such as 
‘liabilities’ and ‘assets,’ is inappropriate 
and unnecessary.’’ Very much similar 
recommendations have been made by the 
Australian counterpart of that Institute, 
and their views are receiving widespread 
aeceptance. I would like to examine these 
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About The Balance Sheet—continued. 
in detail but it is not practicable in the time 
available. I suggest, however, that they 
warrant close study because standard prac- 
tice is demanding compliance with these 
rules without awaiting the compulsion of 
law. 


Part II of this Lecture 





will appear in the 
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The very essence of the current develop- 
ments is the emphasis on full and fair dis- 
closure. Any general impression conveyed 
by the balance sheet should be a true impres- 
sion and no information should be omitted 
which would, if given, materially alter that 
impression. 


December issue 


BOOK REVIEW 


Uniform Cost Accounting for the Fertilizer Industry. 
Published by the same, at 44 Russell Square, London. 
23 pages plus 33 pages Appendices and Index. 


FACTURERS’ Assn. LTD. 


This is the first time in reviewer’s mem- 
ory that a book devoted exclusively to cost 
accounting (and indeed to accounting of 
any description) in the fertilizer/super- 
phosphate/sulphurie acid industry, has 
been published. 

Whilst any such publication will neces- 
sarily enjoy a very limited field of readers, 
it is nevertheless a particularly useful work 
for those associated with this industry. 
Accountants and executives in the indus- 
try, knowing something of the complex 
nature of the manufacturing and record- 
ing processes, will appreciate this attempt 
to determine and collate between two 
covers, a comprehensive and expertly 
organised routine for establishing accur- 
ate, and what is very important, uniform 
costs for the industry. In this regard, an 
explanatory note accompanying reviewer’s 
copy of the book says: 

‘*The Council of the Fertilizer Manu- 

facturer’s Assn. Ltd., conscious of the 

important part which costing will play 
in determining future policy and as pro- 
viding a means of measuring efficiency 
and controlling waste, set up a committee 

with wide accountancy experience and a 

particular knowledge of the industry, to 

consider and make recommendations on 

standard and uniform cost accounting 
for the industry. This booklet is the 
result of the labours of this Committee, 
and, if it receives the careful study it 
merits, not only should it stimulate 
interest in costs and promote improve- 
ment in costing practice, but it should 
also be a major influence in raising the 


By the FertiLizeErR Manv- 
Price: 15s. 


efficiency of those manufacturers adopt- 

ing the recommendations. 

The extreme variation in size and 
nature of businesses encountered in the 
Fertilizer industry, would seem a handi- 
cap to any uniform recommendations, 
but this difficulty has been overcome by 
stating the principles involved and 
recommending uniformity of approach 
and general method. At the same time, 
by not striving for complete uniformity 
in detailed method and procedure, the 
suggested methods are capable of equal 
application by both large and small 
manufacturers. Compound fertilizers, 
superphosphate and sulphurie acid are 
the products chiefly discussed, but 
materials used in their manufacture to- 
gether with factored fertilizers are also 
mentioned. Manufacturers making allied 
products involving similar manufactur- 
ing processes should have no difficulty 
in extending application of the princei- 
ples and similar methods to cover all 
their costing needs.’’ 

The authors have succeeded admirably 
in their objective. Here is a small book 
calling for concentrated reading and study, 
effort directed to which should pay divi- 
dends. It is a well-written, definitely tech- 
nical treatise covering all phases of costing 
for the industry and in particular, manu- 
facture of compound fertilizers and super- 
phosphate in both granulated and powder 
form, and sulphurie acid. Practical ex- 
amples are given to illustrate points made. 
It seeks to set a standard in arriving at 
costs and lays special emphasis on the need 





414 The Australian Accountant 


Book Review—continued. 

for an accepted terminology covering pro- 
cess and other technical terms. The method 
of setting out this suggested terminology 
is exceedingly good and this section alone 
deserves the considered attention of the 
industry in Australia, for it is plain that 
the teachings of this book apply equally to 
the United Kingdom and Australian Fer- 
tilizer/Superphosphate industries. 

In this connection, a very thoughtful 
paragraph begins the Foreword to the 
book, and as this has very definite applica- 
tion to the Australian Superphosphate/ 
Sulphurie Acid industry which is also sub- 
sidised—to the extent of some £4 million— 
it bears repetition here. 

‘The fertilizer industry, since 1939, has 

been working under artificial conditions, 

which, sooner or later, will cease to 
operate. The industry will then have to 
face real, as opposed to subsidised prices ; 
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its customers will again be affected by 
world prices for their crops; supply will 
exceed demand; demand will again be- 
come seasonal and there will be competi- 
tion from within the industry as well as, 
possibly, from abroad.’’ 


The thought occurs that, if the book has 
a weakness, it lies in inadequate attention 
to ‘‘econsumable stores’’—a very important 
section of costs in the industry under dis- 
cussion, in these times of difficult mainten- 
ance and replacement of engineering and 
chemical industry spares. Considerable 
effort has gone into the appendices and 
index sections of the book, the former con- 
tributing in a large measure to the value 
of the work. 

The book is a noteworthy contribution to 
the costing field and is of very definite 
value to the industry discussed. 


, 


JOHN DEvITT. 





There must be something wrong with the attitude of practitioners if it can be said 


of them with truth as I heard recently, ‘ 


‘they always sit back to the engine, they 


prefer to contemplate what is past rather than what lies ahead’’. 
(P. H. Hodgkins, in a letter to The Accountant, June 5, 1948.) 





Modern accounting has grown out of the narrow conception of searching solely for 
defaleations into an informative and controlling tool of management. 
(R. W. Moon: The Reform of Public Accounts: The 
Accountant’s Magazine, Edinburgh; June, 1948.) 





The democratic process, of which a sound and free economy is a vital part, is a 
nice problem of balance between authority and license, between freedom and control, 
between regulatory impositions and self-restraint. To enable this balance to be main- 
tained, there must be (among other things) intelligent decisions by businessmen 
based on a steady continuous stream of information. 

(H. E. Howell, in The Accounting Review, July, 1948.) 
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LEGAL SECTION 


Edited by M. C. TENISON Woops, LL.B. 


ORAL UNDERTAKING BY PURCHASER TO PERMIT VENDOR TO OCCUPY 
COTTAGE RENT FREE. 


On the plaintiff’s oral undertaking that 
the defendant would be allowed to live in 
a cottage rent free for as long as she 
desired, the defendant agreed to sell to him 
that and an adjacent cottage. The plain- 
tiff’s undertaking was not included in the 
formal conveyance. Subsequently, with 
the defendant’s consent, the plaintiff oeccu- 
pied the whole of the first-named cottage 
with the exception of one room, which the 
defendant continued to occupy. In an 
action for recovery of possession of that 
room the plaintiff claimed that the defen- 
dant had been occupying it as a tenant at 
will and that her tenancy at wiil had been 
duly determined by notice to quit. The 
defendant counterclaimed for a declaration 
that the plaintiff held the cottage in trust 
for her for her life. The Court of Appeal 
held : 

(1) The oral undertaking given by the 
plaintiff created a life interest in the cot- 
tage in favour of the defendant, determin- 
able on the defendant ceasing to live in it 
(distinguishing Buck v. Howarth, [1947] 
1 All E.R. 342) ; 

(2) The equitable principle on which a 
constructive trust is raised against a person 
who insists on the absolute character of a 
conveyance to himself for the purpose of 


defeating a beneficial interest, which, ac- 
cording to the true bargain, was to belong 
to another, is not confined to cases in which 
the conveyance itself was fraudulently ob- 
tained. The fraud which brings the prin- 
ciple into play arises as soon as the abso- 
lute character of the conveyance is set up 
for the purpose of defeating the beneficial 
interest, and that is the fraud to cover 
which the Statute of Frauds or the corres- 
ponding provisions of the Law of Property 
Act, 1925 (Eng.), cannot be ealled in aid 
in cases in which no written evidence of 
the real bargain is available. Nor is it 
necessary that the bargain on which the 
absolute conveyance is made should include 
any express stipulation that the grantee is 
in so many words to hold as trustee. It is 
enough that the bargain should have in- 
cluded a stipulation under which some 
sufficiently defined beneficial interest in the 
property was to be taken by another. 

(3) The defendant was, therefore, en- 
titled to a declaration that the plaintiff 
held the house on trust during her life to 
permit her to occupy the same for as long 
as she desired, and subject thereto in trust 
for himself, and the plaintiff was not en- 
titled to an order for possession (Bannister 
v. Bannister, [1948] 2 All E.R. 133). 


APPLICATION FOR COMMISSION BY TRUSTEES OTHER THAN ORIGINAL 
TRUSTEES NAMED IN WILL. 


The ease of Re Bennett, deceased; 
Taylor and Marshall v. Berlin and Others, 
[1948] Std. Qd., raises questions of unusual 
interest and considerable practice import- 
ance in connection with the question of 
trustee’s commission. By her will a testa- 
trix appointed two persons as her executors 
and trustees. Subject to a bequest of 
certain legacies, she devised and bequeathed 
all her real and personal estate unto her 
trustees upon trust for sale and conversion 
as soon as possible after her death, and to 
hold the proceeds upon certain trusts. She 
directed that each of the trustees should 


receive a commission of 2% on the total 
amount of corpus and income ‘‘actually 
coming into the hands of my trustees’’ and 
she authorised her trustees to deduct the 
commission from time to time from the 
amount in their hands. In a further clause 
she expressed a wish that, notwithstanding 
the trust for conversion, the trustees should 
hold an hotel property for not less than 
25 years. 

One trustee died, and the surviving 
trustee appointed another to act in his 
place ; and a similar appointment was made 
on the death of the other original trustee. 


‘ 
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Application for Commission by Trustees—contd. 

The estate of the testatrix was valued at 
over £65,000, which included several parcels 
of land and improvements thereon valued 
in the aggregate at approximately £40,000, 
and debts due to the estate and secured by 
mortgage of approximately £12,000. The 
proceeds of the realisation of the assets 
amounted to £31,000. 

The present trustees brought an action 
to decide questions as to their right to 
commission, and the amount of commission 
to which the original trustees were entitled. 
The Full Court of Queensland held: 

(1) That the original trustees were not 
entitled to be paid commission on the total 
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value of the capital of the estate, but on 
on such part as consisted of money or wag 
converted into money and actually came 
into their hands; 

(2) That the present trustees were not 
under the will, entitled to commission, ag 
the words ‘‘my trustees’’ in the will refer 
red only to the two original trustees nomin 
ated by the testatrix as her trustees, and) 
the commission mentioned was a benefit 
conferred on them specifically. The present 
trustees would not, however, be precluded 
from applying to the Court for commission 
under the appropriate section of the) 
Trustee Act. 


LIQUIDATOR’S POWERS ON VOLUNTARY WINDING-UP OF A COMPANY 


A company earried on its business on 
certain land and premises which it leased 
from the Commonwealth of Australia, and 
which the Commonwealth undertook not to 
sell without giving the company the first 
option of purchase. The company went 
into voluntary liquidation, and during the 
winding-up, the Commonwealth offered the 
liquidator the opportunity to purchase the 
land and premises. Thereupon the liquid- 
ator, in exercise of the option, entered into 
an agreement to purchase the land and 
premises from the Commonwealth, and then 
entered into a further agreement to sell 
the land and premises to another company 
at a price which would result in the dis- 
tribution to shareholders of an additional 
5s. per share. The Court held that the 
liquidator was in the circumstances em- 
powered, by virtue of clauses (¢e) and (1) 
of s. 191 (2) of the Companies Act 1938 
(Vie.) to enter into both agreements (Re 
Bairnsdale Food Products Ltd: (In liquida- 
tion), [1948] V.L.R. 264). 


In the course of his judgment, Fullagar® 
J. said: ‘‘The powers of the liquidator im} 
a members’ voluntary winding-up are those 
conferred by s. 248 of the Companies Ae 
1938, which refers us back to s. 191. It 
must be conceded that no express power 
ean be found in s. 191 to buy land or any 
other property—except, of course, in the 
ordinary course of carrying on the business 
of the company so far as may be necessary 
for the beneficial winding-up thereof, and 
it could not be contended that the purchase 
in question was expressly authorised by 
s. 191 (1)(a). But s. 191 (2) (¢) authorises” 
the liquidator to sell the real and personal @ 
property and things in action of the com- 
pany, and s. 191 (2)(1) authorises him te 
do all such other things as are necessary 
for winding-up the affairs of the ecompany§ 
and distributing its assets. It is well estab 
lished that the word ‘necessary’ in such & 
context is not to be narrowly construed:% 
everything that a reasonable man might¥ 
consider necessary is covered’’ (p. 267). 











